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Jay Goldstone

Chief Operations Officer
City Administration Building
11th Floor, 202 C Street

San Diego, CA 92101

Re:  IRS Voluntary Correction Plan Settlement Agreement with
the IRS and SDCERS

Dear Mr. Goldstone:

The City of San Diego (“City”) has retained this Firm to examine the Voluntary Correction
Plan agreement that was negotiated between the IRS and SDCERS. The terms of our engagement
require that our Firm report to the Mayor’s office in consultation with the City Atiorney as deemed
‘appropriate by the Mayor's office and or the City Council. We have reviewed the Voluntary
Correction Plan agreement and have reached the conclusions set forth in this letter,

Summarv Conclusions

1. Recommendation: We recommend that the City Council approve the Voluntary
Correction Plan Agreement (“VCP Agreement”) and adopt the Ordinance that is required by the IRS .
~ -as a condition of implementing the VCP Settlement Agreement. If the City Council fails to timely
approve the IRS® required Ordinance, SDCERS’ status as a tax qualified retirement plan will be
seriously jeopardized, to the detriment of all SDCERS participants. If SDCERS is disqualified,
- partlmpants will realize immediate income on the present value of their benefits and have to pay
taxes prior to distribution.

2.  Deadlines: The IRS has set a deadline of April 25, 2008, for passage of the
Ordinance amending the SDCERS Plan Document in accordance with the VCP Agreement, The
IRS has also set a deadline of June 9, 2008, for implementation of all of the changes reguired by the
VCP Agreement.

3. Benefit Losses for Certain SDCERS Participants: The VCP Agreement requires
actions that will result in reduced pension benefits for certain participants. These reductions are
described in more detail later in the letter. Whether the City has a legal obligation to make these
participants “whole” outside of SDCERS is a separate issue that will be addressed in another letter
from this Firm. However, regardless of whether or not the City has such a “make-whole” obligation,
the VCP Agreement must be timely approved by the City Council to preserve SDCERS’ tax
qualified status.
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4. The Port District and Airport Authority are required to amend their separate plans o
comply with those portions of the VCP Agreement that are relevant to their plans.

Statement of Facts . .

On July 12, 2005, the SDCERS Board of Administration (“SDCERS Board”) filed a Form

5300 Determination Letter application with the IRS seeking a favorable Determination Letter for
SDCERS.. On that same date, the SDCERS Board also filed a request for a Compliance Statement

- under the Voluntary Correction Program (“VCP”) of the IRS’ Employee Plans Compliance
Resolution System. The VCP is a program that allows a plan to voluntarily disclose to the IRS, plan
document or operational qualification failures it has discovered in its plan, propose corrections,
negotiate those corrections with the IRS, and, ultimately, receive IRS approval of corrections and
continued qualified status of the Plan, notwithstanding any past failures in operation. SDCERS’
initial VCP filing concerned the “Presidential Leave™ benefit under SDCERS that allowed the
presidents of certain city employee labor unions to continue to participate in SDCERS while serving
as union presidents, and to receive retirement benefits based on union compensation and union
service. Between July 2005 and August 2006, SDCERS fiied cight (8) supplemental VCP filings
that identified other violations SDCERS’ Board and their attorneys had discovered in SDCERS’
operation and documentation. SDCERS and their legal counsel, Ice Miller LLP, had extensive
discussions and negotiations with the IRS over the terms and conditions of the VCP Agreement. We
understand that SDCERS vigorously attempted to get the IRS to agree to allow presidential benefits
thai ad been recorded prior to the submission of the VP, but notwithstanding their extensive
efforts in this regard, the IRS refused to agree and insisted that, as a condition of reaching an
agreement for general plan qualification, any SDCERS’ benefits attributable to time as a union
president and/or union compensation be deleted from the Plan.

On December 18, 2007, the IRS issued a Proposed Compliance Statement, resolving all of
the SDCERS VCP submissions. The Compliance Statement was signed by the Board President, on
behalf of the Board, and by you, as the City’s Chief Operating Officer, on behalf of the City, on
December 20, 2007. The SDCERS Board unanimously ratified the Compliance Statement (also
referred to throughout this letter as “the YCP Agreement”) on December 21, 2007. The signed VCP
Agreement was submitted to the IRS which in turn, signed and dated it on January 10, 2008, The
VCP Agreement requires that the City Council adopt plan amendments contained in an Ordinance
which was negotiated with the IRS and approved by it, word-for-word, as part of the VCP
Agreement. On January 235, 2008, the IRS issued SDCERS a favorable Determination Letter,
confirming SDCERS’ tax-qualified status. The favorable Determination Letter is contingent upon
the City Council’s adoption of all the Plan amendments contained in the Ordinance that was
negotiated with the IRS, as part of the VCP Agreement, on, or before April 25, 2008. The VCP
Agreement, and the Plan’s continued qualified status is further contingent upon SDCERS
implementing all of the changes contained in the attached Ordinance and set forth in the VCP
Agreement, by no later than June 9, 2008.

SDCA_1016389.1



' 009425
s FOLEY

FOLEY & LARDNER LLP

J Chief Operations Officer Jay Goldstone
’ March 27, 2008 -
‘Page 3

Discussion of S'peciﬁc Items of Correction

The balance of this letter reviews each of the changes required by the VCP Agreement and
contained in the Ordinance that will be presented to the City Council for its approval, discussing the
background of the correction, the specific correction that is required, and, the impact of that
correction.

1. Technical Amendments:

a. Background: The SDCERS Plan Document which is contained in the City
Charter and Municipal Code, has not been amended to fully reflect a series of tax laws
affecting pension plans that have been passed since the 1980s. As part of the plan of
“correction, the VCP Agreement requires the City to adopt technical amendments to the
Municipal Code reflecting various tax law pension changes enacted between 1986 and 2001.

b. Correction: Amend the Municipal Code to comply with relevant pension tax
laws enacted through the date of the Ordinance.

c. Impact: De Minimis, except as described for the other corrections. These
technical amendments will not have any significant impact on the pension benefits, except, as
described below, with respect to other specific corrections that involve bringing the Plan into
compliance with particular provisions of applicable tax law.

2. Presidential Leave:

a. Background: The IRS has concluded that various union presidential leave
pension accrual arrangements under SDCERS violated Code § 401(a), to the extent SDCERS
based a pension on service with the union, compensation from the union, and/or accepted
contributions from the union president and the union, based upon compensation from the
union.

b. Correction:

i. Amend the Plan to retroactively remove Presidential Leave provisions
that count service, with and/or compensation from the unions.

ii. Reduce pensions (annuity payments and DROP account balances, as
applicable) of affected union presidenits. This reduction will be effective retroactively
for those union presidents who have already started receiving a pension. Also,
SDCERS is required to collect past overpayments to union presidents affected by this
retroactive change.

SDCA_1018383.1
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iii. SDCERS is to return employee contributions to Presidents, with
interest, that are based on compensation and service from and with the unions.
SDCERS is to issue a Form 1099R to the affected union presidents for these amounts.
iv. SDCERS is to return employer contributions to the unions that they
paid for their union president’s participation in SDCERS.
c. Impact: Significant.
i Four past and current union presidents are effected by this correction
as follows:
Pension Reductions
- New Reduced Qld DROP Acct New DROF Acct
Name ° Old Annuity Amount Annmuity Amount | Balance Balance
1 10,443.76 7,634.91
2 5,135,80 4,120.67
3 5,567.61 3,514.54
4 -6,755.58 644.92 N/A N/A
Payback
Paid to President by Owed to SDCERS by Union
Name Paid to Union by SDCERS | SDCERS President for Past Overpayment
1 21,449.93 N/A
2 36,615.69
3 20,585.14
4 23,112.64 272,322.02

SDCA_10186388.1
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3. “Cashless Leave Correction Program” Correction:

a. Background: Starting in 2003 members of the San Diego Firefighters Local
145 were allowed to purchase additional SDCERS service credits with some of their unused
vacation balances. The IRS found that this program constituted an impermissible “cash or
" deferred arrangement” in violation of the Code.

b. Correction:
i SDCERS Plan will be amended to retroactively remove the Cashiess
Leave Program.

il. All Plan participants who participated in the Cashless Leave Program
will have their retirement benefits (annuity payments and/or DROP balances, as
applicable) reduced to remove any benefits that are attributable to a Cashless Leave
conversion. Affected participants who have already begun receiving retirement
payments will also have their future payments reduced to reflect past over-payments
attributable to their Cashless Leave conversion.

c. Impact: Significant.

1. Affected Plan participants will have their SDCERS pension benefits
reduced as follows:

ii. Affected Plan participants had their vacation balances reduced in
exchange for higher SDCERS’ pension benefits which can no longer be given to
them. However, their vacation balances can be restored to them.

4.  Retiree Health:

a. Background: The IRS has concluded that, over a number of years, SDCERS
paid retiree health benefits from pension assets in violation of Code §§ 401(a)(2) and 401(h).
SDCERS told the IRS that the accumulated amounts, with interest, of these improper retiree
health payments was $33,830,251.

b. Correction:

i The Plan must be amended to remove any provision for the payment of
retiree health benefits. This amendment must be effective July 1, 2005.

ii. Retiree health benefits will be paid directly by the Plan Sponsor (i.e.
the City of San Diego for City employees) rather than out of the SDCERS pension
frust. ‘

"
s
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iit. The IRS is not requiring the City to pay any additional money to the
Plan as reimbursement for past improper retiree health payments by SDCERS
because the City made supplemental pension funding contributions to SDCERS
during Plan Years ending in 2006 and 2007,

c. Impact: Probably Modest (but, SDCERS pension funding lawsuit against City
is still outstanding.) '

i City will now have to pay for retiree health benefits outside of
SDCERS. The cost to the City will be the same, The City has already implemented
this change.

ii, SDCERS is still pursuing One Hundred Million Dollars (“$100M™)
from the City in its pension funding lawsuit. It is SDCERS’ position that the City
paid $100M to SDCERS for retiree health benefits, and, that money was properly
allocated and spent under a Code § 4Q1(h) retiree health account that was then
maintained by SDCERS; however, in so doing, SDCERS maintains, the City
underfunded the pension portion of SDCERS trust by $100M. SDCERS continues to
seek that additional $100M in funding from the City. SDCERS’ legal counsel told
me that this issue was fully disclosed to, and considered by, the IRS in reaching the
VCP settlement.

5. Required Minimum Distributions:

a. Background: Section 4G1(a)(9) of the Code requires that pension distributions
begin for former employees after they attain age 70 -1/2. SDCERS has failed to comply with
this minimum distribution requirement in the past.

b. Correction: SDCERS must make all past due required minimum distributions
and comply with this Code requirement in the future.

c. Impact: De Minimis. The correction is already complete and all affected
participants got what was required by federal law.

6. § 401(a)(17) Compensation Limit Failure:

a. Background: Code § 401(a)(17) limits the amount of annual compensation
that can be taken into account when calculating a pension. The limit is indexed for inflation,
and is $230,000 in 2008. If a participant’s compensation from the City exceeds this amount,
then such participant’s pension can only be based on compensation below that amount for
years in question. SDCERS failed to follow this rule in the case of three participants.

SDCA_1016389.1
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b. Correction: SDCERS must reduce the pension annuity for two former City
Managers whose compensation was in excess of the § 401(a)(17) limit. The IRS is not
requiring that the third affected participant’s pension be corrected because his excess benefit
was only $420.89, and it was paid out in 2002.

c.- Impact: De Minimis.

i. The monthly annuities of the two affected former City Managers will
be reduced by no more than $1 or §2 per month.

i, Each effected former City Manager will receive a taxable refund of
employee contributions, plus interest, that were based on the excess compensation.

7. Direct Rollover:

a. Background: § 401(a)(31) of the Code requires pension plans to offer
participants the opportunity to make direct rollovers of eligible rollover distributions from the
pension plan. SDCERS failed to comply with this requirement from 2002 through 2006.

b.  Correction: SDCERS must amend the Plan Document to provide for direct
rollovers; and SDCERS must properly offer them to participants going forward.

c. Impact: De Minimis,

8. Disability Overpayments:

a. Background: Between 2001 and 2006, SDCERS erroneously calculated
disability benefits under the Plan by using a final compensation figure for the disabled
participants that was increased by 10%. This 10% increase in final compensation was not
provided for in the Plan Document. 146 participants received excess disability benefits

because of this incorrect calculation methodology between 2001 and 2006, with total
overpayments, plus interest, equaling $1,221,543.

b. Correction:

i Disability overpayments must be discontinued prospectively (they
were actually discontinued starting in July 2006).

it. The City’s supplemental funding contributions to SDCERS in 2006
and 2007 were deemed by the IRS to be sufficient reimbursement to SDCERS for the
past disability overpayments.

c. Impact: -Modcrate.

SDCA_1016388.1
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1. 146 participants have had their monthly payments reduced by 10%.

il SDCERS has stopped increasing disabled participants’ final salary by
10% when calculating disability benefits.

9. Code § 415(b) Failure:

a. Background: Code § 415(b) 1imits the amount of annual benefits that can be
paid out of SDCERS to a participant. Code § 415(m) allows the City to set up a
supplemental arrangement that pays out any excess annual benefits (but not DROP amounts)
required by the SDCERS formula. These excess amounts cannot be paid out of the SDCERS
trust fund, rather, the City will have to fund them in addition to its regular SDCERS pension
funding contributions. Between 1996 and 2007, SDCERS improperly paid out annual
benefits that exceeded the § 415(b) limit frorm the SDCERS trust fund. These excess trust
payments involved 58 participants and the cixmulative amount of these overpayments, plus
interest, is approximately $4,209,221." § 415(b) excess payments arose in three areas: (1)
DROP, (2) Early Retirees and (3) Disability Benefits.

b.. Correct:ion:

. SDCERS will no longer pay § 415(b) excess annual payments out of
the SDCERS trust. In the future, the City will pay any § 415(b) excess annual
payments out of its § 415(m) Plan.

ii. The IRS has concluded that the City adequately reimbursed the
SDCERS trust for the past § 415(b) excess annual payments by having made its
supplemental funding contributions in 2006 and 2007.

c. Impact: De Minimis.

L None of the 58 affected participants will be adversely impacted. They
will not have to repay any of the excess amounts previously received and none of
their DROP accounts will be reduced.

1. A § 415(m) Plan compliance mechanism is in place and has alreédy
been implemented by the City and SDCERS.

iii.  Going forward, the IRS has allowed SDCERS to apply the available
§ 415(b) limit to DROP money first, so that any § 415(b) excess is applied to annual
payments that can be paid out to participants under the § 415(m) program. This
means that participants whose total SDCERS benefits exceed the § 415(b) limit, will
still be able to roll over their DROP account into an IRA or eligible retirement plan,

SDCA_1016389.1
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10.  Registered Domestic Partners.

a Background: SDCERS treated registered domestic partners as “spouses™ for
purposes of death benefits after California law was amended to require this result. However,
the Plan Document was not amended to reflect this new State law legal requirement. The
Code requires that SDCERS be administered in accordance with its Plan Document.

b. Correction:

i. The Plan Document must be amended to provide that registered
domestic partners will be treated as “spouses” for purposes of SDCERS death
benefits. :

c. [mpact: De Minimis.

i. This correction just conforms the Plan Document to actual practice and
California legal requirements.

11. City’s Annual SDCERS Funding Contributions:

a. Background: Currently, the Plan Document (SD Municipal Code § 24.0801)
provides that the City’s contribution to the SDCERS trust will be set by an MOU between the
Ciiy and SDCERS Board. However, since July 26, 2004, the City has made higher
contributions than called for in the MOU (which is dated November 18, 2002). We were
informed by counsel for SDCERS that these higher payments were the result of a settlement
in Gleason v. City of San Diego. The IRS has required that the Plan Document be amended

. to reflect the City’s actual funding practices.

b. Correction: The IRS has required that the City amend the Plan Document to
provide that the City’s annual contribution will be set by the SDCERS Board based on
“advice” from the Plan’s actuary. This amendment must be effective July 26, 2004.

c. Impact: Minimal.

i We understand that this change conforms the Plan Document to
. existing practice.
ii. We were informed that this change is not inconsistent with the

Gleason settlement agreement, but have not separately investigated this agreement.

SDCA_1016389.1
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Please give me 2 call so that we can set up a rmeeting to discuss these issues and the form in
which this material should be presented to the City Council.
Very yours,

,

Samuel F. Hotfman

SDCA_1016389.1
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C 20224

TAX EXEMPT AND

GOVERNMENT ENTITIES

DIVISION
Local contact address:
January 10, 2008 Internal Revenue Service
SET:EP:RANVC
Terry A.M. Mumford 1111 Constitutional Ave. NW PE4G7
Ice Miller LLP Washington, DC 20224

One American Square-Suite 3100
Indianapolis, IN 46282-0200

Control Number: 911 659038
Employer Identification Number: 20-1800126
Plan No.: 001

Dear Ms. Mumford:

. The enclosed documents are sent to you under the provisions of a power of attomey

Cn
currently cn file with the Intemal Revenue Service.

The determination letter assoc:ated with the above-referenced Voluntary Correction
Program submission will be issued under separate cover.

If you have any questions, please contact Paul C. Hogan, ID# 91-07322 by phone at
206-220-6085 or by fax at 206-220-6071.

Sincerely,

o

yce Kahn
Manager, EP Voluntary Compliance -

Enclosures:
" Copy of Letter to Taxpayer
Copy of signed Compliance Statement
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DEPARTMENT OF THE TREASURY
INTERNAL REVENUE SERVICE
WASHINGTON, D.C. 20224

TAX EXEMPT AND
GOVERNMENT ENTITIES

DIVISION
: Local contact address:
January 10, 2008 Intemal Revenue Service
SET:EP:RANVC ’
Roxanne Story Parks, Chief Compliance Officer 1111 Constitutional Ave. NW PE4G7
San Diego City Employees' Retirement System : - Washington, DC 20224

401 West A Street, Suite 400
San Diego, CA 92101

Re: Compliance statement for: San Diego City Employees Retirement System
Conirol Number: 911659038
Employer ldentlflcatlon Number: 20-1800126
Plan No.: 001

Dear Ms. Parks:

Enclosed is the compiiance statement for the San Diego City Employees’ Retirement System.
A compliance statement constitutes an enforcement resolution solely with respact to certain
failures of an employee retirement plan that is intended to satisfy the requirements of the
intemal Revenue Code. It does not constitute a ruling letter within the meaning of Revenue

Procedure 2008-4, 2008-1 |.R.B. 121, or a determination letter within the meaning of Revenue
Procedure 2008-8, 2008-1 [ R.B. 182, The compliance stalement should not be consirued as

affecting the rights of any party under any other law, mcludmg Title | of the Employee
Retirerment Income Security Act of 1974,

The determination letter associated with your related application that was part of your Voluntary
Correction Program submission will be issued under separate cover.

Ata later date, you may be required to verify that the correction of the failures and any
modification of administrative procedures {(upon which your enforcement resolution is
conditioned) have been timely made.

Copies of this compliance statement and of this letter have bsen sent to your authorized
representative in accordance with a power of attorney on file in this office. If you have any
questions, please contact Paul C. Hogan, ID# 91-07322 by phone at 206-220-6085 or by fax at

206-220-6071.
Ei/ erely,
S
hn
' anager, EP Voluntary Compliance
Enclosure(s):

Compliance statement

cc: Mary Beth Braitman/Terry Mumford of Ice Miller LLP
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INTERNAL REVENUE SERVICE
VOLUNTARY CORRECTION PROGRAM
COMFLIANCE STATEMENT

Date: _JAN 1 0 2008

(to be completed by IRS)

Re: San Diego City Empioyees’ Retirement System
SE:T.EP:RA Control Number: 911659038
Employer Identification Number: 20-1800126
Plan No.: 001

|. APPLICANT'S DESCRIPTION OF QUALIFICATION FAILURE(S)

The City of San Diego ("Plan Sponsor”} is the principal sponsor of the San Diego City
Employees' Retirement System ("Plan”). In accordance with state and local laws, the
Board of Administration For The San Diego City Employees’ Retirement System (“the
Applicant”) is responsible for the dally administration in regard to the Plan, and has
submitted a request to the Internal Revenue Service ("the Service®) under the Voluntary
Correction Prograrn for a compliance statement relating to various qualification failures
under section 401(a) of the Intemal Revenue Code (“Code”) that they have identified.
The Plan uses the twelve-month period that ends on June 30 as its plan year. The Plan
is a multiple employer defined benefit pension plan that has also been-adopted by the
San Diego Unified Port District and the San Diego County Regional Airport Authority.
The Plan is also considered a governmental plan under Code section 414(d).

Failure #1

~ The Plan was not amended to comply with all of the applicabie requirements of the Tax

Reform Act of 1986 ("TRA ’86"), the Unemployment Compensation Amendments of
1892 (“UCA”), and the Omnibus Budget Reconciliation Act of 1993 ("OBRA ’93") by the

' required dates in accordance with section 401(b) of Code and reguiations thereunder.

~ Failure #2

The Plan was not amended to comply with ail of the applicable requirements of the
Uruguay Round Agreements Act; the Uniformed Services Employment and
Reemployment Rights Act of 1994; the Smail Business Job Protection Act of 1996; the
Taxpayer Relief Act of 1997; the Internal Revenue Service Restructuring and Reform
Act of 1998; and the Community Renewal Tax Relief Act of 2000 (collectively known as
“GUST™) by the required dates in accordance with section 401(b) of the Code and
regulations thereunder.

Page 1 of 11
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Fallure #3

The Plan was not amended {o mcorporate the mtenm amendments required for
compliance with the Economic Growth and Tax Relief Reconciliation Act of 2001
("EGTRRA") by the required date(s) in accordance with section 401(b) of the Code and
regulations thereunder.

Failure #4

During the plan years that ended in 1989 thnough 2008, the terms of the Plan
provided special retirernent benefits to past and current union presidents of the San
Diege Municipal Employees’ Association, Police Officers’ Association, and Local

"~ 145, the Intemationai Association of Fire Fighters AFL-CIO (“Unions”) that were not
permitted by the Code. Under Code section 401(a), retirement benefits in a qualified
plan can only be provided to employees of an employer and such benefits are
generally based solely on service with and compensation paid by such employer.
Specificaily, the following problems were noted:

(a) The Presidentlal Leave Program aliowed former city empioyees who were no
longer paid employees of the Plan Sponsor to continue {o participate in the
Plan as active participants and have their service as union presidents counted
as credited service in determining retirement benefits under the Plan.

{b) From 1989 thrcugh February 2004, the Plan accepted employee and
employer contributions (based upon compensation paid by the Unions) that
were paid by the Unlons even though they had not adopted the Plan as
participating employers

(c) Starting in 2002, the Incumbent President Program allowed compensation
that was paid to the union presidents by the Unions to be counted in the
determination of retirement benefits under the Plan, and such amounts would
be combined with any other compensation paid by the Plan Sponsor subject
to a specified dollar cap.

- Failure #5
Starting in the plan year that ended in 2003 the terms of the Plan were amended to
provide for an impermissible cash or deferred arrangement in violation of the Code
section 401(a) in regard to the Cashless Leave Conversion Program that was
offered to participants who were members of San Diego Firefighters Local 145
bargaining unit.

Failure #6

During the pian years that ended in 1983 through 1991 retiree health beneﬂts were paid
by the Plan even though the terms of the Plan did not provide for such benefits. Also,
the Applicant represents that the Plan is owed additiona! funds from the Pian Sponsor
relating to unreimbursed administrative expenses associated with the administration of
the retiree health benefit account from 1993 through 2006. Both actions were in
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violation of Code section 401(a)(2). The Appiicant represents that the accumulated
amount of improper payments (plus interest) associated with this failure is $33,830,251.

Failure #7

During the pian years that ended in 1998 through 2005 the terms of the Plan and its
operation did not comply with all of the requirements of Code sections 401(a)(2) and
401(h) as they relate to retiree health benefits because the terms of the Plan
provided that eamings of the trust would ultimately be used to fund thesé benefits
resulting in the underfunding of the Plan. While retiree health benefits were paid
from the Plan's retiree heaith account as required by the Code, the flow of funds was

- structured in a manner which made it extremely difficult, if not impossible to resolve
that there was no inappropriate use of the Plan's assets.

Failure #8

During the plan years that ended in 1989 through 2004 the Applicant did not comply
with the provisions of Code section 401(a)9) with respect to required minimum
distributions in regard to Plan participants who were owed a lump sum or a partial
lump sum distribution. With respect to this failure, the Applicant requests a walver of
the excise tax under Caode section 4974,

Failuré #9
Dunng the plan years that ended in 2000 through 2005 the Applicant allowed the

retirement benefits for three particinants t¢ bs detsimined using participant
compensation that exceeded the limits imposed by the provisions of Code section

401(aX17).
~ Failure #10

During the plan years that ended in 2002 through 2006 the Applicant did not compily
. with the provisions of Code section 401(a)31) in regard to those participants who
received eligible rollover dustnbut:ons from the Plan.

Fa:lure #11

During the plan years that ended in 2001 through 2006 the Applicant did not follow
the terms of the Plan when the Applicant increased disability retirement benefits in
regard to disabled plan participants by increasing their final compensation amount
by 10% and using this revised figure to determine disability benefits. The Applicant
represents that overpayments were made to 146 participants and that the
accumulated amount of overpayments plus interest associated with this failure is

- $1,221, 543
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Failure #12

During the plan years that ended in 1996 through 2007 the Applicant did not comply
with the provisions of the Code when it allowed the Plan to pay out benefits that
exceeded the limits imposed by Code section 415(b). The Applicant represents that
overpayments were made to approximately 58 participants and that the accumulated
amount of overpayments plus interest associated with this failure is approximately
$4,209,221.

Failure #13

From January 1, 2005, through the present, the Applicant has allowed the Plan to
provide spousal death benefits to registered domestic partners even though such
benefits are not provided for under the terms of the Plan.

Failure #14

Starting on July 26, 2004, the Plan Sponsor has made contributions to the Plan that
exceeded what was called for under the terms of the Plan section 24.0801 as set
forth in the Memoranda of Understanding (November 18, 2002) between the Plan
Sponsor and the Appiicant. These payments resulted from the settlement of a class
action court lawsuit (Gleason v. City of San Diego) involving the Plan Sponsor and
the Applicant regarding the level of contnbutions that needed to be paid to the Plan.

ll. APPLICANT'S CORRECTION
Failures #1 & 2

The Plan Sponsor and each participating employer will correct the qualification failure
by adopting amendments in the form of a city ordinance that wili allow the terms of the
Plan to fully comply with all of the requirements of TRA '86, UCA, OBRA '93 and GUST
retroactively to the effective dates of the specific provisions contained in the
amendments. To assist in this matter, the proposed amendment will include draft Board
ruies that will be adopted by the Applicant,

Failure #3

The Plan Sponsor and each participating employer will correct the qualification failure
by adopting interim amendments that satisfy the requirements of EGTRRA retroactively
to the applicable effective dates of the specific provisions contained in the amendments.
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Failure #4

The Plan Sponsor will amend the Plan retroactively to remove any provisions relating to
Presidential Leave, including the Incumbent President Program. The resulting changes
to the Plan will indicate that benefits and participation under the Plan are limited to
employees of the Plan Sponsor and any other participating employers that have
adopted the Plan and that retirement benefits would be based solely on paid
compensation and service associated with the Plan Sponsor or other partlcatmg
empioyers.

In regard to any employee contributions that were either paid to the Plan directly by the
Unions or derived from compensation paid by the Unions such funds will be returned to
the affected plan participants along with accumulated interest. The distribution of these
monies will be a taxabie distribution to each affected participant and such distribution
will not be subject any favorable tax treatment under the Code. The Applicant will send
a letter to each participant informing the participant that the corrective distribution is
taxable, not eligible for favorable tax treatment and cannot be rolled over as normally
allowed under Code section 402(c). The Applicant aiso agrees that the distribution will
be reported on Form 1099-R for the calendar year in which the distribution is made to
the affected participants. The Applicant will return to the Unions the employer
contributions that were paid to the Plan to by the Unions.

For all impacted participants, the Applicant will recailculate their benefits under the Plan
and the Plan’s records will be updated to reflect reduced benefits and service credits.
Retirement benefits under the Plan, including the Deferred Retirement Option Pian
("DROP"), will be determined without using any compensation paid by the Unions and
any union service will also be disregarded in any computations uniess such service has
aiready been purchased by the participants under the Plan’s regular service purchasing
provisions. For those impacted participants who are in retirement status, the monthiy
annuity that is currently being paid by the Plan will be reduced to the recalculated
amount. The Applicant will recover any overpayments that have been paid to affected
participants via an offset against the return of employee contributions mentioned in the
preceding paragraph, by direct repayment to the Plan by the affected participants or by
a special actuarial reduction to the corrected monthly pension benefit on a going
forward basis. . :

~ Failure #5

The Plan Sponsor will amend the Plan retroactively fo remove any provisions relating to
the Cashless Leave Conversion Program. This change will remove the impermissible
cash or deferred arrangement from the Plan.
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For all plan participants who took part in the Cashless Leave Conversion Program, the
Applicant will recalculate their benefits under the Plan and the Plan’'s records will be
updated to reflect reduced benefits and service credits. Retirement benefits under the
Plan, including DROP, will be determined without regard to cashless leave amounts.
For those impacted participants who are in retirement status, the monthly annuity that is
currently being paid by the Plan will be reduced to the recalculated amount. The
Applicant will recover any overpayments that have been paid to retired plan participants
by reducing the revised monthly pension benefit further on a going forward basis via a
special actuarial reduction that allows the overpayment to be recouped over the
participant's remaining payment period.

Failure #6

The Applicant and Pian Sponsor have represented to the Service that the Plan Sponsor
has fully corrected this fallure by having made supplemental contributions to the Plan
during the plan years ending in 2006, 2007 and the current plan year that exceeded the
amounts specified by the Plan's actuary in regard to the mandatory actuarial required
contributions (“ARC").

Failure #7

The Applicant and Plan Sponsor agree that in order to comply with all of the
requirements of Code sections 401(a) and 401(h) the payment of retiree health benefils
must be funded by separately designated employer contributions and cannot be funded
(directly or indirectly) from pension assets, including plan eamings. Effective as of

July 1, 2005, retiree health benefits were no longer paid out of the Plan's 401¢h)

[yt J0U [y | JRRpaper | ey FEpray L i —— - sa1
account. Instead, such benefits wars paid directly by the Pian Sponsor without the

invoivement of the Plan. To codify this action, the Plan Sponsor will amend the Plan to
retroactively to remove these provisions effective as of July 1, 2005.

Failure #8

The Applicant represents that no annuity payrments were paid in violation of the required

"~ minimum distribution requirements. The Applicant represents that the lump sum or
partial lump sum payments have been made to all affected participants who were past
their required minimum distribution date. The distribution amounts included additional
amounts for interest relating to the delayed payment.

Failure #9

In terms of one affected participant who terminated without a vested pension, the
Applicant represents that the failure anly resulted in the computation of excess
employee contributions and that no additional action needs to be taken since the excess
amounts of $420.89 were paid out as a lump sum in 2002 that was not rolled over.

-~ Interms of the other two affected participants, the Applicant will recalculate their
benefits under the Plan and the Plan’s records will be updated to reflect reduced
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benefits. Retirement benefits under the Plan, including DROP, will not be deiermined
using participant compensation that exceeds the limits imposed by Code section
401(a)(17). The Applicant will distribute the employee contributions associated with the
excess compensation plus interest to the affected participants. The Applicant will send a
letter to each participant informing them that the corrective distribution is taxable, not
eligible for favorable tax treatment and cannot be rolled over as normally allowed under
Code section 402(c). The Applicant also agrees that the distribution will be reported on
forms 1099-R for the calendar year in which the distribution is made to the affected
participants.

Failure #10

The Applicant has proposed to take no action in regard to the past distributions that
were made during the period of failure. As noted previously for Failure #1, the Plan
Sponsor will amend the Plan to contain language that allows it to meet the statutory
requirements of Code section 401(a)X31). The Applicant has changed its administrative
procedures in order to ensure that all future ellgible iump sum distributions paid out by
the Plan will comply with the requirements of Code section 401(a)31).

Failure #11

The Applicant has stopped paying out excess disability benefits that are not authorized
by the terms of the Plan and the 10% compensation adjustment is no longer appiied in
computing these benefits. In regard to the overpayments that were paid out during the

- o al 4

period of failure, the Anplicant and Plan Sponsor havs represenitad o the Service that
the Pian bponsor has fulty reimbursed the Plan by having made supplemental
contributions to the Plan during the plan years ending in 2006, 2007 and the current
plan year that exceeded the amounts specified by the Plan’s actuary in regard to the
mandatory ARC contnbutaons

Fallure #12

The testing methodology that was used by the Applicant to determine an individual's
limit under Code section 415(b) during the period of failure is set forth within the
document entitled “San Diego City Employees Retirement System 415(b), (¢) and {(n)
Compliance Strategy Report” with a revision date of December 5, 2007 prepared by the
Applicant’s representative, ice Miller as supplemented by Exhibits A and B with the
same revision date prepared by the actuary, Cheiron. These documents are considered
attached to and made a part of this compliance statement.

The Applicant has agreed that payments from the Plan during this current limitation year
will not exceed the limits of Code section 415(b). If necessary, the payments being

made to current retirees and/or beneficiaries will be reduced by the Applicant in order to
ensure that the benefits paid out by the Plan do not exceed the applicable limits of Code

section 415(b).
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The Applicant and Plan Sponsor have represented to the Service that repayments of
the overpayments should not come from.the affected participants since the Plan
Sponsor is obligated to pay these excess benefits due to the existence of a Code
section 415(m) plan and the laws of State of California. The Applicant and Plan Sponsor
have also represented {o the Service that the Plan Sponsor has fully reimbursed the
Plan in regard to the overpayments pius interest by having made supplemental
contributions to the Plan during the ptan years ending in 2006, 2007 and the current
plan year that exceeded the amounts specified by the Plan’s actuary in regard to the
mandatory actuarial required contributlons ("ARC").

Fallure #13

The Plan Sponsor will retroactively amend the terms of the Plan to conform to the Plan's
operation in regard to this matter.

Failure #14

The Plan Sponsor will retroactively amend the Plan to indicate that the amount of
employer contributions that must be paid to the Plan by the Plan Sponsor wili no longer

- be based upon any Memoranda of Understanding between the Plan Sponsor and the
Applicant. The amendment will be effective as of July 26, 2004 and it will allow the
terms of the Plan to conform to the Plan’s operation in regard to this matter.

lll. APPLICANT'S REVISION OF ADMINISTRATIVE PROCEDURES

Failures #1, 2 & 3 .

The Appiicant is working with ouiside tax counsei who wiii advise them in regard to
changesin the Code that require amendments to be made to the Plan. The Applicant
and Plan Sponsor will work together to ensure that the Plan document is updated in a
timely manner for tax law changes. The Applicant has indicated that it will apply for a

Cycle C determination letter in accordance with the applicable timeframes currently set
forth in Revenue Procedure 2007-44,

Eailure #4

The Applicant no longer permits the Unions to make any contributions to the Plan. Only
contributions from the Plan Sponsor and participating employers wiil be accepted. The
Applicant has hired outside tax counsel who will assist in ensuring that future changes
to the Plan are in compliance with Code section 401(a) requirements.

Failure #5

The Pian Sponsor will not adopt any future amendments to the Plan that result in a cash
or deferred arrangement. The Applicant has hired outside tax counsel who will assist in
ensuring that future changes to the Plan are in compliance with Code section 401(a) -
requirements. ‘

Page 8 of 11



005447

San Diego City Employees’ Retirement System

Failure #6

The Appilicant has changed its procedures and it ard the Plan Sponsor now realize that
retiree health benefits cannot normally be paid by the Plan and that the expense of
administering retiree health benefits cannot come from the Pian’s assets.

Failure #7

The Applicant has hired outside tax counsel who will assist in ensuring that future
changes to the Plan are in compliance with Code section 401{a) and other appiicable
requirements under the Code.

Failure #8

The Applicant has implemented a new annual monitoring system that will ensure that al
required minimum distributions begin on a timely basis and inciude benefits under the
Plan with respect to all types of Plan participants and beneficiaries.

" Failure #0

The Applicant has revised its software, testing protocols and internal reports to monitor
participant compensation and cut it off when it reaches the appropriate limits under
Code section 401(a){17). Employee contributions will be cutoff and no retirement
benefits will be based on the excess compensation.

Failure #10 : : ‘
The Applicant has educated its workforce in regard to the various benef ts of the Plan

that are subject to Code section 401(a)}{31) by creating & detailed chart. Formal,

deiaiied procedures ;t;z;t ;eﬂect how the Plan will comply with Code section 401(aX31)
have been written and the Applicant will use these documents when admmlstenng the

Plan in regards to this matter.

Failures.#1 1,13 & 14

The Applicant agrees not to administer the Plan and/or provide benefits in a manner

~ that is not explicitly authorized by the Plan. If the Appiicant believes that the Plan’s
operation needs to be changed it will work with its tax counse! and the Plan Sponsor to
have the Plan amended before changing the Plan’s operation.

Fallures #12

The Applicant has revised its administrative procedures for ensuring the Plan’s
compliance with the limits of Code section 415(b) as detailed within the previously

- referenced document entitied “San Diego City Empioyees Retirement System 415(b),
(c) and {(n) Compliance Strategy Report” with a revision date of December 5, 2007

- prepared by the Apphcant’s representative, ice Miller as suppiemented by Exhibits A
and B with the same revision date prepared by the actuary, Cheiron.
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IV. APPLICANT'S PAYMENT

The Plan Sponsor and Applicant will neither attempt to nor otherwise amortize, deduct,
or recover from the Service any compliance fee paid in connection with this compliance
statement, nor receive any Federal tax benefit on account of payment of such
compliance fee.

V. ENFORCEMENT RESOLUTION

The Service will not pursue the sanction of plan disqualification on account of the
qualification failure(s) described in Part |. The Service will waive the excise taxes under
Code section 4974 on account of the qualification failure(s) described in Failure 8.

The Service will treat the amendment(s) described in Failure number 3 as if they had
been timely adopted for the purpose of making available the extended remedial

. amendment period currently set forth in Revenue Procedure 2007-44, 2007-28 |.R.B.
54. However, this compliance statement does not constitute a determination as to
whether any such plan amendment(s), as drafted, complies with the applicable change
in qualification requirements.
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This compliance statement considers only the acceptability of the correction method(s)
and the revision(s) to administrative procedures described in the submission and does
not express an opinion as to the accuracy or acceptability of any calculations or other
material submitted with the appiication. In no event may this compliance statement be

" relied on for the purpose of concluding that the Plan or Plan Sponsor (as defined in the
applicable revenue procedure setting forth the Employee Plans Compliance Resolution
System) was not a party to an abusive tax avoidance transaction. The compiiance
statement should not be construed as affecting the rights of any party under any other
law, including Title | of the Employee Retirement Income Security Act of 1974.

This compliance statement is conditioned on {1) there being no misstatement or
omission of material facts in connection with the submission, and (2) the compiletion of
all corrections described in Parts 1 and I within one hundred fifty (150) days of the date
of the compliance statement.

By signing thxs compllance statement, the Pian Sponsor and Applicant hereby agree to
its terms.

he Clty of San Diego
By G )

Title: ol

Date: ! ?’/ 2'0'/ o7

Board of Administration For The San Diego City Employees’ Retirement System

oy Hloross € Nednar
Title: ﬁz sident . Pogrd of Hdmini sbabo n

Date: / 2‘/ }0’/ o#

Approved: g j ' _ Contact information:
i Manager Paul C. Hogan
y . SE:T:EP:RA:VC: Group 7554
Employee Plans Voluntary Comphance 915 2nd Ave.- Mail Stop 510
Tax Exempt and Government Entities Division Seatife, WA 98174
206-220-6085
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I!
INTRODUCTION

Ice Miller LLP ("Ice Miller") has been retained to provide a compliance review with
regard to the Internal Revenue Code of 1986, as amended ("Code"), requirements applicable to
the status of the San Diego City Employees' Retirement System ("SDCERS") as a qualified
retirement plan under Code Secticn 401(a).

Iee Miller is not considering tax reporting and withholding under the Code nor any other
federal law. We are also not deliberating any state law issues. Where state law must be
considered, we are relying on interpretations provided by SDCERS counsel.

This report pertains to Code Section 415(b) and 415(c), and to Code Section 415(n) as it
is related to 415(b) and 415(c). We have touched on Code Section 415(m) only with respect to
the treatment of excess benefits under Code Section 415(b). We have prepared & separate
briefing document for SDCERS on the topic of 415(m).

We have based this report on the material provided to us by SDCERS. We have not
independently verified what has been provided to us. We are relying on SDCERS to provide us
with documents, forms, and information necessary for this review.

This report was issued as part of the VCP supplement that was submitted to the IRS on
August 9, 2006. In response to comments and questions by the IRS, this report has been revised.
In addition, this report has been . updated to reflect changes made by the Pension Protection Act -
of 2006 ("PPA™) and the Final Regulatiqns issued under Code Section 415 on April 5, 2007.

Dased upon a meeting with the IRS on November 15, 2007, the aocument was revised 1o
incorporate requested changes and to provide examples of certain calculations. This document
was further revised pursuant to a conference call with the IRS on December 5, 2007.

Il
IMPORTANCE OF CODE SECTION 415 COMPLIANCE

A.  SDCERS as A QUALIFIED GOVERNMENTAL PLAN

Retaining "qualified plan” status under Code Section 401(a) is an important requirement
for retirement plans. The primary advantages in retaining "qualified" status are that (i) employer
contributions are nat taxable to members as they are made (even when vested) and taxation only

" occurs when plan distributions are made, (if) earnings and income are not taxed to the trust of the
members; (iii) certain favorable tax treatments are available fo members when they receive plan
distributions, e.g., ability to rollover amounts; (iv) employers may. "pick up" employee
contributions; and (v) employer contributions to, and benefits from; the plan are never subject to

‘employment taxes (i.e., FICA taxes). These advantages would generally not apply to a non-

-quahf led plan
B. Copr SECTION 415 LIM!TS

~ One key qualification requl‘remcnt applicable to quah'ﬁéd plans is the Code Section 415
limits, Code Sechon 415 benefit and contribution llmlts must be followed to protect the. tax
' ' Rewsed 12/5/07 '
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qualified status of a retirement plan under Code Section 401(a). These limits must be met by all
plan members. If even one member is paid an annual benefit greater than Code Section 415
allows, or contributes more than Code Section 415 allows, theoretically, the entire plan will be
-disqualified. However, the EPCRS program found in Revenue Procedure 2006-27 provides
mechamsms for correction to avoid this result.

C. FINAL REGULATIONS

Final Regulations under Code Section 415 were issued by the IRS April 5, 2007, The
Final Regulations are effective for governmental plans for all limitation years that begin more
than 90 days after the close of the first regular legislative session of the legislative body. with
authority to amend the plan that begins on or after July 1, 2007. However, a governmental plan
may apply the provisions of the Final Regulations as early as the limitation year beginning on or

after July 1, 2007.

For SDCERS, the Final Regulations would be applicable to the first limitation year that
begins in 2008 — or the July 1, 2008 limitation year. As discussed within, SDCERS will move to
a calendar year limitation year as of January 1, 2009, assuming an ordinance amendment is

adopted.

53 S
OVERVIEW OF LAW WITH RESPECT TO
DEFINED BENEFIT LIMITATIONS

This Section of our Compliance Strategy Report provides an overview of the federal law
with regard to Code Scct:on 415(b). The impact of Code Section 415(b) on SDCERS and our

apcbu.u. Tccomimendaiions for a vu;uyu's’u'ICﬂ sirategy are inciuded in the next Section of this

Report.
A. BASICc BENEFIT LIMITS

1. Current Limits

. ‘As amended by the Economlc Growth and Tax - Relief Reconclhatlon Act of 2001
("EGTRRA"), the basic requirement of Code Section 415(b) is that the annual benefit in the form
of a single life annuity provided to a member who is between the ages of 62 and 65 may not
exceed the lesser of: (1) $160,000 as adjusted for inflation in $5,000 inerements (the ™Dollar
Limit"), or (2) 100% of average compensation (the "Salary Limit"). Code Section 415(b)(1).
The Salary Limit does not apply to governmental plans such as SDCERS. Therefore, the
followmg discussion and our methodology do not include the Salary Limit.

“ 2.  Limitation Year

The annual benefit is tested in a "limitation year." Unless an election is made by the
employer, the limitation year is.the calendar year. Treas. Reg. § 1.415(j)-1. An employer that
- maintains more than one gualified plan may elect to use dlﬁerent hrmtatlon ycam for each such .

plan. Treas. Reg. § 1.415G)-1(c).

- | 2 7 Revised 12/507
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Retrospectively, the IRS is requiring thiit SDCERS use a July 1 fiscal year for testing.
The analysis of 415(b) limits in the context of the Fiscal Year is summarized in the following

regulatory provision:

The adjusted dollar limjtation applicable to defined benefit plans and the adjusted
compensation limit applicable to a partici pant are effective as of January | of each
calendar year and apply with respect to lirnitation years ending with or within that
calendar year. However, benefit payments (and, in the case of plans that are
subject to the requirements of section 41 1, accrued benefits for a limitation year)
cannot exceed the currently applicable dollar limitation or compensation
limitation (as in effect before the January 1 adjustment) prior to January 1. Thus,
where there is an increase in the limitation under section 415(b)(1), any increase

in a participant's benefits_associated with the limitation increase is permitted to
occur as of a date no earlier than January | of the calendar year for which the
increase in the limitation is effective, and. can only be applied for payments due
on or after January | of such calendar year. For example, assume that a participant
in a defined benefit plan is currently receiving a benefit in the form of a straight
life annuity, payable monthly, in an amount equal to the section 415(b)(1)(A)
dollar limit, and the defined benefit plan has a limitation year that runs from July
1 to June 30. If the plan is amended to reflect the section 415(d) increase to the
section 415(b)(1)(A) doliar limit that is effective as of January 1, 2009, the
associated increase in the participant's monthly benefit payments is only effective
for payments due on or afier January 1, 2009, and the participant's benefit cannot
be increased to reflect the section 415(d) increase that is effective January 1,
2009, with respect to any monthly payment due prior to January I, 2009.

Treas. Keg. § 1.415(d)-1(a)(3) (emphasis added). Applymg this regulation to the SDCERS
situation, we come up with the following example:

As of July 1, 2005, the limitation on the annual benefit is $170,000, but assume that the
member's annual benefit for the Fiscal Year would be $175,000 under the applicable
formula. (For purposes of this example we are assuming a single straight life annuity
* with no after-tax contributions and no rollovers to consider.) The mionthly benefit that is
paid from July. 1, 2005, through December 31, 2005 cannot exceed 1/12 of $170,000.
However, starting January 1, 2006, when the annual limit-goes to $175,000, the monthly
benefit can increase so it is 1/12 of $175,000. o

Prospectively, ds of January 1, 2009, SDCERS will move t a calendar year for 415

* testing, assuming a technical ordinarice is adopted to amend the San Diego Municipal Code. o

B. TAMRA ELECTION . _ .
Section 413(b)(10) of the Code was added by.the Technical and Miscellaneous Revenue

Act of 1988 (sometimes called TAMRA) to offer state and local government plans a means of

complying with the Section 415 limits without violating state anti-cutback laws. Under this
Section, the defined benefit limit for an employce who became a participant in the plan before

- January 1, 1990, would hot be less than his or her accrued benefit determined without regard to

3 o *Revised 12/5/07"
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any plan amendment adopted after October 14, 1987. However, for a state or local government
to take advantage of Section 415(b)(10), each employer -maintaining the plan was required to
elect, before the close of the plan year beginning in 1990, to apply the defined benefit limits
applicable to private plans to employees who first became participants after 1990. However,
there were also special provisions for state-wide statutory changes. For plans that made a
TAMRA clection, the qualified pamc1pants would still have their TAMRA protection.
Revocation of a TAMRA election is permitted pursuant to Code Section 415(b)(T0)(C)(ii),
effective for all plan years to which the election applied and to all subsequent plan years,
provided the revocation is accomphshed by the last day of the third plan year beginning after

August 20, 1996,

C. AMOUNTS EXCLUDED FROM TESTING

For purposes of Code Section 415(b), the annual benefit means the benefit payable
annually in the form of a straight life annuity (with no ancillary benefits), without considering
payments made from a qualified excess benefit arrangement, after-tax employee contributions,
and any rollover contributions. Code Section 41 5(b)(2).

1. Ancillarx Benefits

"Ancillary benefits" do not count toward the benefits subject to Code Section 415, As a
result, any benefit that is an ancillary benefit can exceed the 415 limits without the plan being
disqualified. Generally, "ancillary benefits" are benefits not directly related to retirement income
benefits. Ancillary benefits include "pre-retirement disability benefits and death benefits (such
as in-service death benefits)." Code Section 415(b)(2)(B); Treas. Reg. § 1.415(b)-1(c)(4).

8. Disabiiriy Bepeilis

All Disability benefits must be taken into account for purposes of complying with the
Code Section 415 limitations, subject to the special rule under Code Section 415(b)(2)(1).

b,  Pre-Retirement Death Benelfits

-~ Pre- retiré}nent death benefits provided under a goven:lmcntal' plah are also ckempt from
the Code Section 415 limits. Treas. Reg.:§ 1.415(b)-1{c)}(4)(1)(B). -The Final Regulations make

" it very clear that pre-retirement death benefits must meet the inc¢idental benefit requirements of

Code Section 401 and the regulations thereto in order te be excluded. from 415(b) testing.
Generally speaking, death benefits are incidental where the plan provides a pre-retirement death
benefit that is no greater than 100 times the monthly annuity benefit provided under the plan, or
the cost of the c}cath benefit does not exceed 25% of the total cost of all benefits for that

4 - Revised 12/5/07
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participant. (This latter test would be one that would be analyzed by an actuary.) Revenue
Ruling 74-307, 1974-2 C.B. 126.

2. Pre-1995 Payments

Effective for years after December 31, 1994, state and local government employers may
maintain "qualified governmental excess benefit plans" ("QEBA") under Code Section 415(m).
Excess Plans are plans that provide benefits that cannot be provided under a qualified pian due to
the limits on contributions and benefits. As we have discussed, we will not be addressing Code
Section 415(m) and QEBAsS in this report, but in a separate report. From the [RS viewpoint, the
QEBA is not considersd to be part of the correction for the 415 VCP. However, for the purposes
of determining retrospective benefit testing protocols, we think that it is relevant to consider the
following provisions that accompanied the enactment of Code Section 415(m):

Nothing in the amendments made by this section shall be construed to imply that
a governmental plan (as defined in section 414(d) of the Internal Revenue Code of
1986) fails to satisfy the requirements of section 415 of such Code for any taxabie
year beginning before January 1, 1995.

P.L. 104-188, § 1444(c)(2). Under this grandfather section, retroactive testing for plan
qualification purposes does not need to consider payments made prior to January 1, 1995.

3. Allocation of Benefits to After-Tax Emplovee Contributions

Treasury chuiation § I 415(b)-1(b)(1)(ii) provides that the benefit attributable to
"Employee Contributions” is not included in the benefit which is tested agamst the 415(b)
limitation. In general, this is becaugs these contributicns are deemed 10 be amnual additions and
subject to Code Section 415(c) limits (discussed below in more detail). Therefore, because the
benefits have already been tested under Code Section 415(c), any portien of a defined benefit
attributable to those after-tax coniributions may be subtracted from the annual benefit before it is
tested under Code Section 415(b). However, it is important to note that benefits that would be
attributable to excess 415(c) contributions wouId not be "subfracted” from the annual benefit for

415(b) testing purposes., . -

a. Deﬁnition of. Employeé Contributions

Only certain employee contributions are treated as Employee Contributions for purposes
of 415(b) testing. In particular, the following items are not treated as Employee Contribiitions
and therefore the benefit attrlbutable to these iterns is mcluded for purposes of 41 S(b) testing:

* Contributions p1cked up by the employer pursuant to Code Section 414(h).

LI .Any repayment of a-loan from the plan to the participant.

A Certain repayments amounts prevmusly distributed upon the participant's
termination of participation in the plan. :

5 ; Revised 12/5/07
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. Certain repayments of a withdrawal of employee contributions.

b. Mandatory Employee Conttributions

Treasury Regulation § 1.415(b)-1{b)(2)(iii) provides that the annual benefit attributable to
mandatory contributions is determined by using the factors described in Code Section
411(c)(2)(B) “regardless of whether the requirements of sections 411 and 417 apply to that plan.”
Treasury Regulation § 1.411{c)-1(c) establishes the required method for allocating a portion of
the defined benefit to the after-tax employee contributions for purposes of excluding this amount
from the final annual benefit to be tested. The method requires calculation of the after-tax (not
picked up) employee contributions (both mandatory employee contributions and any voluntary
after-tax payments for service purchases unless tested under Code Section 415(n)), plus interest,
at rates specified by the regulations, See Treas, Reg. § 1.411{c)-1(c). Generally, interest is
computed at the rate provided by the plan until the last plan year before Code Section 411(a)(2)
does not apply. Id. Thereafter, a plan should use a 5% interest rate factor.

In general, Code Section 411(a)(2) does not apply to a governmental plan, such as
SDCERS. However, the Final Regulations provide that Code Section 411 should be treated as
applicable to this calculation even if the section is not applicable to the plan. The Explanation of
Provisions in the Final Regulations states that a plan not subject to Code Section 411(a)(2), such
as a governmental plan, should determine what the effective date of Code Section 411(a)2)
would have been if 411 applied to the plan and then apply the specific interest rates
appropriately. Therefore, only the benefit attributable to employer contributions using 411

factors can be excluded from 415(b) testing.

Treasury Regulation § 1.415(b)-1(b)}(2)(iii) clearly indicates that the Code Section 411
factors should be applied to a governmental plan for purposes of determining the benefit
attributable to employee contributions for purposes of Code Section 415(b) testing. The
calculation is done in a two-step process. First interest is accumulated on the contributions using
the applicable interest rates spccn" ied in Code Section 411(c). The 411 interest rates are the

- following: -

¥ for contributions prior to 1976, use the interest rate in the plan document, if ah‘y;
»  for contributions between [976-1 987, use 5%;

> ‘for contributions from 1988 through the date the benefit commences or the
*° annuity starting date (the determinstion date), use 120% of the mid-term

applicable federal rate; and

» . for contributions from the determination date to the normal retirement date (the
date at which unreduced benefits are paxd), use the applicable 417(e) interest rate.

> For p]an years beginning before J anuary 1, 2008, the applicable 417(e) rate 1s the
' annual rate on 30-year Treasury St_acurmes fOr the mon;hlbefore the_ distribution.

o 6 " Revised 12/5/07
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»  For plan years beginning on and after January 1, 2008, the applicable 417(¢) rate
is the adjusted first, second and third segment rates for the month before the
distribution. The segment rates are based on the corporate bond yield curve based
on varying maturities. The IRS announces all rates monthly.

The second step is for the accumulated value of the contributions with interest to be
converted to an annuity value using the applicable 417(e) interest rate and the applicable 417(e)

mortahty table.

SDCERS must determine what the effective date of Code Section 41 1(a)(2) would have
been, had that provision applied to SDCERS, and then apply the appropriate 411 factors from
that date forward in order to determine the benefit attributable to after-tax employce
contributions. For that purpose, the vesting rules of Code Section 4]11(a)(2) were generally
applicable to plan years beginning after September 1, 1976. However, for a plan in existence on
January 1, 1974, Code Section 411(a)(2) was applicable for plan years beginning after 1975,

As noted above, this would be the same approach that would be followed in testing the
benefit attributable to rollovers and transfers that are used to purchase service.

We have taken the position that prior to the issuance of the Final Regulations, the use of
the 411 factors should not have been applicable to SDCERS for two reasons — first, Code Section
411 is not applicable to governmental plans and secondly, because prior to the issuance of the
Final Regulations IRS guidance clearly stated that 417(e) factors were not to be used for
governmental plans for 415 testing. Revenue Ruling 98-1, Q&A-3. Therefore, given the
interplay between 411 and 417(e), it seems that the 41! factors should not apply to a
governmenta! plan until 417(e) was made applicable to a governmental plan.

> Exhibit A and the accompanying examples explain how the benefit attributable to
employee contributions was determined by Cheiron for retrospective testing

purposes (prior to July 1, 2008).

> Exhibit B explains how the benefit attributable to employee contributions will be
determined by Chclron for prospcchve testing purposes (on and after July 1,
2008). :

[ Val:mtwy Afi‘er- Tax Contiibutions

thre a pian permits voluntary afcer-tax employee conm"butlons the portlon of the plan’

to which such contributions are made is tréated as a defined contribution plan. Therefore, -

voluntary after-tax contributions-are subject to the 415(c) contribution limits and not the 415(b)
benefit limits, Treas, Reg. § 1.415(h)-1(b)(2)Xiv). The benefit attributable to voluntary after-tax
contrlbutlons is not subject to 415(b) tcstmg However, that calcuiatlon is done using 411 factors

as above.

4. Employee After-Tax Contributions for Permissive Service Credit

Code Section: 415(n) establishes a limitation’ su'ucture‘fc':r"'pcnnissi've service credit" -

- purchases, instead of r'elylin'g on the existing Code Section 415(c) defined contribution

, . 7T " Revised 12/5/07
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limitations. This subsection allows Code Section 415 to be satisfied by a purchase of permissive
service credit if either a modified 415(b) limit is met or a modified 415(c) limit is met. These
limits can be applied on a participant-by-participant basis rather than choosing to apply the limit
on & plan-wide basis. For example, some participants could satisfy the modified defined benefit
limit when making a purchase of permissive service credit, while others could satisfy the

modified defined contribution limit.
a. Modified 415(b) Limit

For purposes of Code Section 415(n), the defined benefit limit in Code Section 415(b)
may be met by treating the accrued benefit derived from all permissive service credit as part of
the member's annual benefit. Code Section 41 5(n)(2)(A)} provides that, where the dollar limit
under 415(b) is reduced for retirement before age 62, "the plan shall not fail to meet the reduced
dollar limit under Subsection (b)(2)XC) [the age-reduced dollar limit] solely by reason of this
subsection." Thus, the plan will not fail to meet the age-reduced dollar limit solely because the
accrued benefit derived from the permissive service credit purchase is included in the 415(b) test,

b. Modified 415(c) Limit

For purposes of Code Section, only the doliar limit under Code Section 415(c) applies
(340,000 (adjusted for inflation)) by treating all permissive service contributions as an annual
addition under that limit.

¢. Definition of Permissive Service Credit

The special testing rules apply only if the service being purchased qualifies as permissive

ﬂ-ﬂ!;nn Amadit Oade Qantisnn A‘:f.—.\/‘l\ ‘ﬂgqﬂun " e o —— P L o ;—-nﬂ' 4" mm Endla
SUUVICT CTEGa, LU0 SUTUON Sio{D A0 ) QLN et TARIVE [evice o a5 IGiOWa!

(3)  PERMISSIVE SERVICE CREDIT.—For purposes of this subsection—

' (A) IN GENERAL.~The term "permissive service credit” means
service credit— ' :

.(i} .- -recognized by the governmental plan for purposcs of calculanng a
participant's benefit under the plan,
(ij) -which such participant‘ has Hof received uﬁdex; such governmental
+_ plan, and _ ' - o
) (iii) wh'ich such pan{cipant may receive only by making a voluntary
additional . contribution, in an amount determined under such governmental plan,

-+ . which does not exceed the amount necessary to fund the beneﬁt attributable to
such service credit. .

Such term may include service credit for periods- for w}nch there is no
performance of service, and, nohmthstandmg clause (ii), may include scrvwe.
credited in order to provide an increased benefit for service credit which a ..

. participant is receiving under the plan.

: 8 ’ - Revised 12/5/07
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Code Section 415(n)(3)(A) Thc proper interpretation of the Code Section 415(n) definition of
permissive service credit is not a settled term. The Final Reguiations do not address 415(n)

issues. However, the PPA did clarify that benefit enhancement purchases {buying a higher
multiplier on service a member already has in a plan) or airtime purchases (buying service credit
for a period for which there is no performance of service} both qualify as permlsszve service

credit.

d. Nonqualified and Qualified Permissive Service

Permissive service credit can be categorized into two types. First, the Code defines "non-
qualified service credit” as all permissive service credit that does not fall within one of the
itemized types listed in Code Section 415(n)(3)XC). Although the Code does not use this term,
we have termed the types of service included in this list as "qualified permissive service.

Code Section 415(n)(3)(C) defines "nonqualified service" as all permissive service except
for the following types of service (which we have designated "qualified permissive service"):

» Service (including parental, medical, sabbatical, and similar leave) for the US
government, any state or political subdivision thereof, or any agency or

instrumentality of any of the fqrcgoing.

¢ Service (including parental, medical, sabbatical, and similar leave) for an
educational organization which is a public, private, or sectarian school which
provides elementary or secondary education (through grade 12) as determined

under state lqws.

» Service for an association of employees of the U.S., state or political subdivision
thereof, or an agency or instrumentality of the foregoing.

*» Military service (non-USERRA covered) recognized by the governmental plan.

However, service under the first three (3) points above will be nonqualified service if
recognition of the service would cause the member 0 receive a retirement benefit for the same
service under more than one plan. Code Section 415(n) does-not-pennit a plan to take more than .
five (5) years of nonqualified service into account, or to give members credit for any
nonqualified service before the member has at least five (5) years of participation in the plan.
Code Section 415(n)(3)(B). The PPA clarified that these limits do not apply to trustee-to-trustee
transfers from a 457(b) plan or a 403(b)-plan for the purchase of permissive service credit.

It is important to note that "nonqualified service" is still one type of pernussxvc service
that is described in Section 415(n)(3)(A). Therefore, nonqualified service is available for
purchase and may be tested under Code Section 415(n) spec1a1 testing provzsmns :

& E'ﬂ'ectfve Dates

' The service purchase testing provisions for permissive service credit under Code Section .
' 415(n) are subject to a transition rule. The transition rule provides that the defined contribution -
i limits of Code Section 415(c} will not be used to reduce the amount. of permissive service credit
L 9 ... Revised 12/5/07 _
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n "eligible participant" can purchase below what they were allowed 10 purchase under the terms
of the plan as in effect on the enactment date, August S, 1997. An "eligibie participant” is an
individual who first becomes a participant in the plan before the first plan year beginning after
the last day of the calendar year in which the next regular session (following the date of
enactment) of the governing body with authority to amend the plan ends.

Because the term "permissive service" is used in the grandfather provision, we believe
that the IRS would apply a consistent definition of permissive service credit to the transition rule.
As a result, the transition provision could permit greater purchases of nonqualified service and
could permit permissive service purchases that exceed 415(c) and (b} limits, but would not
extend to the purchase of service that did not meet the definition of permissive service credit.

5, Picked-Up Contributions

It is important to note that ere-tax contributions ("picked-up contributions"), whether
mandatory or voluntary, are not ireated as post-tax contributions. The benefit ettributable to
picked-up contributions is subject to 415(b) testinig. Treas. Reg. § 1.415(b)-1(b)(2)(ii)}(A).

Pursuant to Revenue Ruling 2006-43, SDCERS will not allow multiple pick-up elections.

6. Amounts Atiributable to Rollov ers

Roliovers to a defined benefit plan are treated similarly to employee contributicns for
purposes of 415(b) testing:

* If the benefit under the plan is payable inra.n)rr form other than the form described

. s el
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contributions (as defined in sections 402(c), 403(a)(4), 403(b)(8), 408(d)(3), and
457(e)(16), the determinations as to whether the limitation described in paragraph
(1) has been satisfied shall be made, in accordance with regulations prescribed by
the Secretary, by adjusting such benefit so that it is equivalent to the benefit

) descnbed in subparagraph (A).

Code Sectxon 415(b)(2(B) The Final Regulatlons treat rollovers in 2 manner sxrmlar to -after-tax
contributions, so that the benefit atiributable to the rollover must be converted in accordance
-with prescribed 411 factors. This is true only to the extent the plan provides for a benefit based
_upon the rollover contributions. That is, if the. benefit attributable to the rollover contributions is
based upon.a separate account, in which the rollover contributions are credited with actual
earnings and losses, then the separate account is treated as a defined contribution plan Treas.

Reg. § 1.415(b)- i(b)(z)(V)
7. Am onnts Attnhutable to Transfers between Quahﬁed Plans K

Under the Final Regulahous the treatment of transferred beneﬁts fot purposes of the

415(b) limits depends upon the types of plans involved and whether there is any relationship
between them. Where the transfer is from one defined benefit plan to another defined benefit

+ plan, the receiving plan must include the transferred benefits for purposes of applymg the 415(b)

limitations. Treas Reg § 1.415(b)- 1(b)(3)(1)(C)

; 1 I " Revised 12/5/07
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Where the transfer occurs between two plans which must be aggregated, the transferred
benefits must be included by the receiving plan for 415(b) testing purposes. Where the transfer
occurs between two plans which are not aggregated, the transferor plan is required to include the
transferred benefits by treating the benefits as if provided as an annuity from a separate plan
which must be aggregated with the transferor plan. Treas, Reg. § 1.415(b)-1{b)}(3)(i}(A), (B).

8. Plan-to-Plan Transfers from a 457(b) or 403(b) Plan

Amounts accepted in a plan to plan transfer from a 457(b) or 403(b) plan should be
treated in the_same manner as a rollover, as discussed above.

9, Restoration of Contributions

Code Section 415(k)(3) provides that any repayment of contributions (including interest)
will not be taken into account for Code Section 415 purposes .if the repayment is to a
governmenta| plan with respect to an amount previously refunded on a forfeiture of service credit
under that plan or any other governmental plan maintained by the state or any lccal
governmental employer within the same state. Thus, so long as the amount repaid does not
exceed the amount refunded, plus interest, Code Section 415 should not apply. However, the
Final Regulations do provide that the restored benefit is to be treated for testmg purposes as the

original benefit would have been treated.
D. AGE-BASED ADJUSTMENT TO LIMITS

1. Benefits Before Age 62

When the benefir hpcrme hefore the Fnrf-urﬂpuni raachac age 5‘)_, the Diniliar 1 imit bencfit

limit generally must be actuanally adjusted so that the limit (as reduced) equals an annual benefit
that is payable when the retirement benefit begins, and which is the equivalent of the Dollar
Limit beginning at age 62. Code Section 415(b)}(2)(C). The actuarial adjustments must be made
in accordance with Code Section 415(b)(2)(E). Treas. Reg. § 1.415(b)-1(d). Pre-EGTRRA,
Code Section 415(b)(2)(F) limited the actuarial reduction for governmental plans to a $75,000
benefit payable at age 55 or; if the benefit began beforc age 55, thc actuarzal equivalent of a

$75,000 benefit beginning at age 55. _
a - Exccptiau for Public Safety and Military

However, no agé based actuarial rddu;;tion is required for benefits begimiing_ prior to age
62 for quallﬁed part:c:pams A quahﬁed participant is defined as a part1c1pant

(1) in a deﬁned benefit plan which is maintained by a State, Indian tribal
government (as défined in settion 7701(a)(40)), or any poht:cal subdivision of a
state or Indian tnba]  government, :

(if) with respect to whom the period of service taken into account in determining
the amount of the benefit under such deﬁned benefit plan includes at least 13

years of service-of the pamclpam -
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(I} as a full-time employee of any police department or fire department
which is organized and operated by the State, Indian tribal government, or
political subdivision maintaining such defined benefit plan to provide
police protection, firefighting services, or emergency medical services for

. any area within the jurisdiction of such State, Indian tribal governmeat, or
political subdivision, or

(II) as a member of the Armed Forces of the United St;tés.

 Treas. Reg. § 1.415(b)-1(d)(3). Historically, there has been some concem over the interpretation
. of the statutory provision. For example, it was not entirely clear whether the qualified
participant had to be a sworn officer of & police dcpartment or whether any employee of a police
department would be covered by this provision. However, the Final Regulations offer some
clarification, making it clear that the application of the rule depends on whether the employer is a
police department or fire department of the state or political subdivision, rather than on the job

classification of the individual participant.

This exception is very beneficial to public safety officers and to other employees of police and
fire departments, including non-public safety personnel. However, this definition does not cover
all public safety employees. The examples in the Final Regulations make it clear that an
employee of a police division of an agency may be a qualified participant, but that an ambulance
driver who works for an emergency medical services agency rather than a police or fire
department cannot. While the name of the agency is not important, it is necessary that the
employer (or at least the appropriate division of the employer) function as a police or fire
department. Also, it is heipful to note that the examples in the Final Regulations do make it clear
that the 15 years can be satisfied with a combination of police/fire service and military service.

b,  Exception for Disability amd Death Benelfits

In addition, the actuarial reduction for benefits beginning before age 62 does not apply to
disability benefits or survivor benefits payable in-the event of the disability or death of the
member provided under a governmental plan. Code Section 415(b)(2)(@). .The benefit must be
paid "on account of the participant's becoming di¢abled by reason of personal injuries or
sickness, or as a result of the death of the participant.” Treas. Reg. § 1.415(b)-1(d)(4). This
provision will mitigate the IRS position that post-retirement disability benefits must be tested

under 41 S(b)

¢. Exception for Permissive Service Credit Procedures. -

A purchase of permissive service credit mnay be tested under Code Section 415(b) without
regard to the rcductlon for early retirement.

2. Benefits After Age 65

: For all members, if the retirement benefit under the plan begins afier age 65 and is
actuarially increased due to the delayed starting date, the Dallar Limit is increased so that it is the
. actuarial equivalent of an annuai benefit beginning at age 65. Code Section 415(b)(2)(D). The
actuarial assumptions used to make this conversion are sct forth in Code Section 415(b)(2)(E)

, . 12 - Revised 12/5/07 -
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Héwcver, under the Final Regulations, this adjustment in the Dollar Limit is only available
where the benefit is also increased post age 65

E. ADDITIONAL SPECIAL RULES

Code Section 415(b) has a number of additional special rules that may impact
governmental employers.

1. Small Benefits

Code Section 415(b)(4) provides that defined benefit limits will not be applied to reduce
a participant's benefits when total annual distributions are $10,000 or less. However, this
limitation only applies "if the employer has not at any time maintained a defined contribution
plan in which the employee has participated.” Code Section 415(b)(4)(B); Treas. Reg. §
1.415(b)-1(f). The $10,000 test is measured against actual distributions — not the actuarial

equivalent of a straight life annuity.

2. Leéss than 10 Years of Participation

When an employee has less than ten years of participation in a defined benefit plan, the
basic Code Section 415(b) Dollar Limit (or the minimum $10,000 exemption from testing) is
reduced by 10% for each year less than ten in which the employee partit:lpated in the defined
benefit plan for other than death and disability benefits (but not below 1/10" of the Dollar Limit),

Code Section 415(b)(5) and Treas. Reg. § 1.415(b)-1(g).
F, OPTIONAL FORMS OF BENEFITS — BENEFITS OTHER THAN A STRAIGHT LIFE ANNUITY -

Benefits in a form other than a straight life annuity must be actuarially adjusted to a
straight life annuity beginning at the same age in accordance with the otherwise applicable rules..
For example, annuity benefit forms including a post-retirement death benefit or an annuity
providing for a guarantesd number of payments must be ad_lus’tcd for purposes-of applying the
Code Section 415(b) limit. See Treas. Reg. § 1.41 5(b)-1(c).

1. 417(e)(3) Benefits and Non-417(e)(3) Benefits

. Code Section 415(b)(2)(EXi) provides that "for purposes of adjusting any limit under

_ subparagraph (C) [adjustment to dollar limit before age 62] and ... for purposes of adjusting any
_ benefit under subparagraph (B) [adjustment for other forrns of beneﬁts], the interest rate
assumption shall not be less than the greater of 5% or the rate specified in the plan." With
respect to adJustmg a different form of benefit (under Code Section 415(b)(2)(B)), different
interest rate assumptions are used in the case of a form of benefit subject to Code Section
-417(e)(3). Code Section 4!5(b)(2)(E)(n) However, prior to the Final Regulations, because a
governmental plan is not subject to. Code Section 417(e)(3), these differént interest rate
assumptions were not considered to be applicable to governmerital plans. Rev. Rul. 98-1,
Q&A-3, concluded that plans that are not subject to Code Section 417(e)(3), such as
governmental’ plans, were not subject to the interest rate requirement under Section

: 415@)(2)(5)(11)
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However, with the Final Regulations this positicn has been changed for governmental
plans on and after the effective date. The Explanation of Provisions to the Final Regulations
states that because Code Section 415(b)(2)(E) applies based on the form of the benefit rather
than the status of the plan, the rules set forth in Treasury Reguiations § 1.415(b)-1(b)(c) that
dictate the manner of adjusting forms of benefit to which 415(e}(3) does or does not apply must
be used regardless of whether Code Section 417(e)(3) otherwise applies to the plan. Thus, a
governmental plan must follow these rules, presumably as if 417(e)(3) applied.

Code Section 417(e)(3) generally applies to full and partial lJump sum distributions and

_ pcrlod certain annuities. In a governmental plan, this may include DROP distributions and level

income options which do not qualify as Social Security options. Treasury Regulation § 1.415(b)-

1(c)2) provides that if 417(e)3) does apply to the form of benefit, then the actuarially
equivalent straight life benefit is the greatest of:

. The annual amount of a straight life annuity beginning on the same date as the
form of benefit actually being paid and which has the same actuarial present vaiue
as the benefit being paid, computed using the interest rate and mortality table (or
tabular factor) specified by the plan;

' The annual amount of a straight life annuity beginning on the same date as the
form of benefit actually being paid and which has the same actuarial present value
as the benefit being paid, computed using a2 5.5% interest rate and the appropriate

mortality table from Treasury Regulation § 1.417(e)-1(d)(2) for that starting date;

or -

. The annuai amount of a siraigii iiie annuity beginning on the samc date as the
form of benefit actually being paid and which has the same actuarial present value
as the benefit being paid, computed using the interest rate specified in Treasury
Regulation § 1.417(e)-1(d)(3) and the appropriate mortality table from Treasury
Regulation § 1.417(e)-1(dX(2), divided by !.05.

Code Section 417(e)(3] does not apply to-straight-life annuities or qualified joint dnd
survivor annuities, If 417(e)(3) does not apply to the form of benefit, then the actuanally'

equivalent straight life benefit is the gre greater of:-

. The annual amount of the stralght hfe annuity payable under the plan, if any,
" -starting on the same date as the form of benefit actually being paid; or

. The annual amount of a straight life annuity beginning on the same date as the
- form of benefit actually being paid and which has the same actuarial present value
. as the benefit being paid, computed using a 5% interest tate and the appropriate

- mortality table from Treasury Regulation § 1.417(¢)-1(d)(2) for that starting date.
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2. Cheiron Examples

> Exhibit A and the accompanying examples explain how Cheiron would convert
an optional form of benefit for retrospective testing purposes.

> Exhibit B explains how Cheiron would convert an optional form of benefit for .
prospective testing purposes.

3 QJSA Benefits

No adjustment is required for the actuariel value of a qualified joint and survivor annuity
("QJSA"™) (a 50%-100% joint and survivor annuity with the spouse as designated beneficiary)
that is fully or partially subsidized. See Treas. Reg. § 1.415(b)-1(c)(4).

-G CoST-OF-LIVING ADJUSTMENT OF CODE SECTION 415(b) LIMITS

Automatic benefit increases (e.g., cost of living adjustments) to a member's benefits are
permitted under Code Section 415(d). However, unless the cost of living adjustment meets the
requirements of Treasury Regulation § 1.415(b)-1(c)(5), the value of the future cost of living
adjustments must be included in converting the value of the. total benefit to a single life annuity.
That is, the value of all future cost of living increases must be annuitized over the recipient's life
expectancy for 415(b) purposes. This method is more likely to result in violations of the limit
than the method provided for COLAs which meet the requirements of Treasury Regu]anon
§ 1.415(b)-1(c)(5). That method essentially permits annual testing of the benefit, as increased by’
the COLA that year, against the 415(b) limit, as increased by 415(d) for that year.

Cost of living adjustments to which no adjustment is required for purpeses of 415(5)
testing are described as automatic, periodic adjustments applied in the following sntuanons

. A benefit paid in a form to which 417(e)(3) does not apply (that is, an annuity
form of benefit is covered by these new rules); )

. Abenefit that satisfies 415(b) without regard to the COLA; and

* .The plan provides that the benefit payable in.any year will not exceed the 415(b)
. limit applicable at the annuity startmg date, as mcreased annually pursuant to
:Code Section 41 S(d) . »

If the cost of living (or other post-retirement adjustment) is not automatic but rather is ad hoc,
. then the above is not available and benefits must be retested. Under the Final Regulations,

automatic, periodic increases -include annual increases- according to a-"specified percentage or

objective index" or automatic increases to "share favorable investment retu.ms on plan assets,”

Treas. Reg. § 1.415(b)-1(c){(S)(ii).
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1. Retrospective Testing

For purposes of the 415 VCP filing, SDCERS has agreed that for retr yspective testing, all
fixed COLAs will be considered as part of the annual benefit for 415 testiny purposes, included |
in the conversion to a single life annuity, and tested against the full 415(b) limit in accordance
with Cheiron testing protocols. See Exhibit A (revised). Exhibit A anc the accompanying
examples illustrate how Cheiron will deal with the COLA retrospectively.

2. Prospective Testing

Prospectively, SDCERS may test the artnual benefit and COLA against the 415(b) limit
for that year as permitted by the Final Regulations. - See.Exhibit B; see SDMC §24.1004
(amendment pending). However, if the DROP (or any other portion of the benefit) is payabie in
a form to which 417(e)(3) applies, the simplified method is not available and testing will be
conducted as explained under 3 below.

Exhibit B explains how Cheiron will deal with the COLA prospeetively.

3, Testing with a DROP Benefit Involved

Prospectively, for a participant who takes the DROP benefit in a forni to which 417(e)(3)
applies, SDCERS will convert the DROP benefit to an annual benefit and reduce the 415(b) limit_
by that value using the 417(e)(3) factors. The annuity that will be paid will be tested against that
reduced 415(b) limit under the Prospective Testing methodology above.

SDCERS believes that it reasonable to interpret the Final Regulations Section 1.415(b)-
102) to mean that 417022} annles to the iotal benefit of any participant who receives the DROP
payment in a form to which 417(e)(3) appiies and that that analysis should carry over to Treas.
Reg. Section 1.415(b)-1(c)(5). Exhibit A addresses this rctroa;:_tively and Exhibit B explains how

Cheiron will deal with this situation prospectively.

H. CONSIDERATION OF AN ALTERNATE PAYEE'S BENEFITS FOR TESTING PURPOSES

Benefits Faﬁrablc to an alternate payee under a qualified domestic relations order are
treated as part of the member's benefit for purposes of applying the benefit limits under Code
Section 415. IRS Notice 87-21, Q&A-20; see also Announcement 95-99, Q&A-17. -

1. TESTING OF THE SURVIVOR PORTION OF A BENEFIT

. "The rules which apply to a member's benefit also l%ply to a survivor's benefit, Under -
Code Section 415(b)(1), the anmuial benefit may not exceed the applicable dollar limit &s-l 70,000
for 2005?. The Code defines "annual benefit” as "a benefit payable annually in the form of a
straight life annuity (with no ancillary benefits) under a plan to which employees do not
contribute and under which no rollover contributions ... are made." Code Section 415(b)(2)(A)
(emphasis added). If a benefit under the plan is payabie in.any form other than this form, :

the determinations as to whether the {415(b)] limitation ... has been satisfied .
shall be mede, in accordance with regulations prescribed by the Secretary, by
adjusting such benefit so that it is the equivalent to the benefif described in
subparagraph (A). For purposes of this subparagraph, any ancillary benefit
which is not directly releted to retirement income benefits shall not be taken into
account; and that portion of any joint and survivor annuity which constitutes a-
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qualified joint and surviver ennuity (as defined in secticn 417) shall not be taken
into account.

Code Section 415(b)(2)(B).

Thus, the benefit that is subject to testing is a straight life annuity, and any other benefit
under a plan which is payable in a form other than a straight life annuity (other than a qualified
joint and survivor annuity) must be converted to a straight life annuity in order to pass 415(b)
testing. In essence, even if a benefit actually being paid is not a straight life annuity, it still
should have been converted to a straight life annuity and tested under Code Section 415(b).
Thus, upon the death of the retiree, there would be no need for a2 "conversion” of the survivor's
benefit or a change to the existing 415(b) limit as applied to the retiree's benefit. Rather, upon
the death of a retiree, the survivor's benefit continues to be tested against the retiree’s benefit
limit. (This would also be true of a qualified joint and survivor annuity, even though it is not
converted to a straight life annuity for testing purposes, because such benefit is exempted from

the conversion requirement.)
J. AGGREGATION OF TOTAL SDCERS BENEFITS FOR TESTING PURPOSES

Under a multiple employer plan, two (2) or more employers that are not part of a related
group participate in the same plan. In applying the Code Section 415 limits to such multiple
employer plans, Treas. Reg. § 1.415(a)-1(e) provides that for a participant in a multiple employer

-plan, benefits or contributions under the plan attributable to such participant from all of the
employers maintaining the plan and compensation from ali the participating employers must be
taken into account. Generally, if the employers had maintained separate plans this ruie would
not apply, and the Code Section 415 |imits would be separately determined for each employer

Lonmmanpme dbh s e et ek ol o lmtmd o
USCAUST gy aic not pai 01 a Ic1aisd group.

Iv.
APPLICATION OF CODE SECTION 415(b} TO SDCERS
AND RECOMMENDATIONS

The purpose of this Section of this Compliance Strategy Report is to relate the
requirements of Code Section 415(b) as outlined in the previous Section to SDCERS. ~

‘A, . PLAN DOCUMENT PROVISIONS

.. SDMC § 24.1004(h) (per pending ameridment) provides that employee contributions'to, .
and benefits from, SDCERS must comply with the Code Section 415 limitations on contributions
and benefits. The provision further confirms the fiscal year as the. testing year retrospectively,
and the calendar year as the limitation-year beginning on January 1, 2008. SDMC § 24.1004(h)

" permits SDCERS to modify contributions as necessary to ensure compliance with Code Section

415.
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B. OPERATIONAL COMPLIANCE

1. Definition of the Annual Benefit for 415(b) Testing

Under Code Section 415(b), the benefit that is subject to testing is the benefit payable
annually in the form of a straight life annuity ("SLA") with no ancillary benefits to which
employees do not contribute and no rollover contributions are made. Code Section 415(b)(2}(A).

a. Straight Life Anauity

The benefit that will be tested is the SLA plus thc value of the DROP benefit (if
applicable) on a straight life basis.

For purposes of calculating the SLA, the value of any subsidy providcd as pant of a
qualified joint and survivor annuity was included only when the beneficiary was. other than a
qualified spouse, We understand that using the SDCERS "maximum benefit" would generally

accomplish this purpose.
b, Post-Retirement Increases

SDCERS members receive two post-retirement adjustments: a fixed COLA and a 13"
Check, Certain groups receive additional adjustments: a Supplemental COLA and benefit
increases under the Corbett settlement. The protocois in Exhibit A treat the fixed COLA as part
of the annual benefit for rctrospectwe testing purposes. The protocols in Exhibit B allow
benefits to increase as 415(b) limits increase. With respect to the Supplemental COLA, 13"
Check and Corbett Settiement, these benefits will also be treated as part of the annual benefit for

. 4 G == 4l wratiis AL Ao e L d\ﬂnn
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death benefit is not included for 415(b) testing. Treas. Reg. § 1.415-3(a)(2)(i)}(B).

» Fixed COLA

As indicated in Exhibit A, retrospectively, the 415(b) limit is adjusted for age and the
Fixed COLA in order to identify the initial group which requirés further testing. From there, the
Fixed COLA will be included with the benefit for purposes of testing those who fail the initial
screen.  Prospectively, SDCERS will test the benefit and Fixed COLA annually against the
415(b) limit as adjusted by Code Section 415(d), in accordancc with the Final Regulatmns

FRREL Check

In our various meetmgs the question has arisen how to treat the 13" Check for testing
purposes because under the Municipal Code, the 13" Check is treated as 2 contingent benefit. In
order to respond to the- questlon we considered the history of the 13" Check. From 1/1/95 to
now, in all but two years the 13 check ‘was paid. in full. In 2603 no 13" Check was paid and in_
‘another year over 99% of the 13™ Check was paid.” Based upon this history, it was decided that
.for 415(b} testing purposes, the 13" Check will be treated as an additional annual benefit. (Note:
This is consistent with the 1reatment descnbed in the Rollover Compliance Report and VCP

' F1hng )
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* Supplemental COLA

For 415(b) testing purposes, the supplemental COLA is already treated as part of the
annual benefit. This benefit is referred to in the testing chart as the "Star COLA."

+ Corbett Settlement Amounts

For purposes of 415(b) testing, the Corbett settlement amount wiil be treatcd as part of
the annual benefit.

The Corbett-covered group is a closed group.
* Andrecht Settlement Amounts

The Andrecht Settlement amounts were included in the caleulation of the annual benefit
provided by SDCERS. Therefore, no additional adjustment is required for this settlement (in
contrast to the Corbett Settiement, which is a post-retirement adjustment).

¢. Factors used in Calculating Actuarial Equivalents

Where necessary to calculate actuarial equivalents, the applicable mortality assumptions
of GAM 83 through December 31, 2002, and thereafier GAR 94, pursuant to Rev. Rul. 2001-62,
2001-2 C.B. €32, were used. An eight percent (8%) interest assumption was used pursuant to
SDMC § 24.0902 and Proposed Board Rule 8.41. However, a 5% interest rate was applied to
post-retirement adjustments to the maximum dollar limit where benefits begin after the member

reaches age 63,

Upon implementation of the Final Régulations, the mortality and interest assumptions for
417(e)(3) and non-417(e)(3) benefits set forth above in IILF.1. will be used.

d. [Exciusion of Recipients of Aacillary Benefits

It has been determined that individuals who are receiving benefit payments that are not
retirement benefits will be excluded from testing. Therefore, SDCERS will not test pre-
retirement disability benefits (to the extent not in excess of the qualified disability benefit) or
pre-retirement death bencf ts. :

For the pte—retirement disability benefits, SDCERS will still have to apply the 100% of
' compensation screen. In addition, for the combined pre-retirement disability benefit and the pre-
retirement death beneﬁt SDCERS will apply an incidental benefit test, the 25% of cost test.
This will be in addition to, and separate from, the 415 hmns

e. Ordering Rule

- No benefits will be payable from the SDCERS qualified plan that are in excess of the

~ 415(b) limit. For those members who participate in DROP and who take the DROP benefit in a
form that would be an eligible rollover distribution, Cheiron will determine whether the total

" annual benefit mcludmg the DROP benefit would be in excess of thc 415(b) limits, SDCERS
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has adopted what we have referred to as an ordering rule -- If the DROP benefit could be paid
without a violation of the 415(b) limit, then SDCERS will treat the DROP benefit as being
entirely paid from the qualified plan. As a resuit, the DROP benefit can be treated as an eligible
rollover distribution. The value of the DROP benefit expressed as an annual benefit will then
reduce the 415(b) limit with respect to the annuity payment, which wil] then be analyzed for
compliance with the adjusted 415(b) limit. This ordering approach is the functional equivalent
of the following approach: Afier determining the amount of an excess annuai benefit, Cheiron
then determines how much of the annuity payment will not be paid from the qualified plan and
will be paid from a QEBA. The annual benefit payable from SDCERS is thus reduced to be

below the 415({b) llmlts

The ordermg rule is consistent with the Final Regulation wrth regard to QEBAS:

Pursuant to section 415(m), in deterrnining whether 2 governmental plan (as
defined in section 414(d) meets the requirements of this section, the annual
benefit does not include benefits provided under a qualified governmental excess
benefit arrangement, as defined in section 415(m)(3). Thus, the limitation of
section 415(b) does not apply to benefits to the extent the benefits are provided
under a qualified governmental excess benefit arrangement.

Treas. Reg. § 1.415(b)-1(b)(4).

There is no requirement under IRS guidance. or under the Final Regulations that would
require that excess amounts be apportioned between the DROP benefit and the monthiy annuity,
What is required under the Final Regulations is that the annual benefit payable from SDCERS

cannot exceed the 415(b) hmit.-
2. TAMRA Election

SDMC § 24.1010(b) (prior to pending amendment) pwrports to make the TAMRA
election for SDCERS bensfits, However, the pending amendment to SDMC § 24,1004 would
remove the language referencing the TAMRA elec’aon as it is not clear that the requxrcments of
the election were satisfied. :

3. A eAd'ustments Made in 415 TeSﬁn S
a. Benefits After Age 65 '

For all members whose: retirement benefit beg&né after age 65, the Dollar Limit was
appropriately adjusted, as described in Exhibit A with respect to retrospective test.mg and Exhibit

B with rcspect to prospective tcsnng
- b Benefits Before Age 62 - Other t!nm Quaizf' Ted Participants

. For all members other than Qualified Participants whose retirement benefit begins before
age 62, the Dollar Limit was appropriately adjusted, as described.in Exhibit A with respect to
. retrospective testing and Exhibit-B with respect to prospective. testing, -
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c. Definition of Qualified Participants

-As discussed above, the reduction in the dollar limitation for benefits which begin before

. age 62 does not apply to Qualified Participants. It is important to keep in mind that the group of

public safety employees whe may take advantage of this exception is not necessarily consistent
with SDCERS' public safety member classification. For example, since EMTs were moved into
the fire department several years ago, they could be included as a Qualified Participant (if they
meet the service requirements), However, lifeguards were moved into the fire department fewer
than |5 years ago; therefore, they do not clearly fall within the exception.

We note that the Final Regulations provide further guidance as to the public’ safety
employees who may take advantage of the exception. Following is a suggested checklist for

identifying Qualified Participants:

s [s the member credited in SDCER.S with at least 15 years of service as an
employee of any police department or fire department of the employer? If no,
then apply pre-age 62 screen. If yes, proceed to next quest:on Note: The 15
years must be with an SDCERS employer, not via reciprocity.'

e Was the member a full-time employee of any police department or the fire

" department for all of those 15 years of service? If no, then apply pre-age 62
screen. If yes, do not apply pre-age 62 reduction. Count a person as a full-time
employee of the department even if they are not a public safety officer. For
example, if a person was a secretary in the fire department, they are a Qualified
Participant. Service with the departments should be counted, including all periods
of service, e.g.. count such service that occurred before termination and
reemployment. For example, if 4 member worked on probation for his first six
months and then purchased that tirme, it should be included. A second example is
a person who worked for one of the departments for three years, then left and took
arefund. He then returned to the department and purchased those three years.
They should be included.

SDCERS staff has asked whether this exception for public safety officers requires that all
fifteen (15) years of service be with the same department, or whether the service might be spread
among two or more departments, ‘In addition, SDCERS staff has asked whether police and
military service can be combined to meet the ls—year requirement. The language of the Code is
ambiguous on thxs point. However, an example in the Final Regulations makes it clear that a
dombination of police department and military servicé can be used to satisfy the 15 year

-requirement. Given this, we think it is reasonable to take the position that any combination of

police department and/oi' fire department service (that otherwise qualifies) may also be used to

meet the 15 year requirement.  We therefore are comfortable with the testing bemg done using .. .
the combmanon of all San Dlego pohce and ﬁre departmeﬂt service and mlhtary service. '

' If the Cny pian, the Anrpurt plan, and the Por plan ars considered as separale pians the Finei Regularions may net permil
cornbmmg serviee.
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Park Rangers, who are not in the police department, but who exercise police powers in
the City parks will not be treated as qualified participants, as agreed during the VCP process.

d. Exclusion of Pre-Age 62 Reduction for Disability or Death Benefits

The ]:.J}e-age 62 reduction would not be applied to a SDCERS disability benefit or to a
death benefit. Code Section 415(b)(2)(D).

4, 10-Year Adjustment

SDCERS must identify those retirees who have fewer than ten (10) years of service with
SDCERS, exclusive of reciprocity and exclusive of service purchases. Those retirees would
have a reduced 415(b) test amount — for example, if the retiree only had five (5) years of service
with SDCERS (exclusive of reciprocity and service purchases), the retiree's age-adjusted limit
would be 50% of the age-adjusted limit. The limnit can never be lower than 10% of the otherwise
applicable limit. We realize this could create failures because of several design elements (i.g.,
_the Port and Airport Plans have a five year vesling schedule, reciprocity provisions that allow for
crediting service in other plans, a pre-1992 group who had less than 10 years of service but were
vested as a mandatory retirement age group, and the SPSP "5+5" group). These adjustments are
described in Exhibit A with respect to retrospective testing and Exhibit B with respect to

prospective testing.
C.  AMOUNTS EXCLUDED FROM TESTING

Following is a discussion of the elements that have been considered for exciusion in the
screening and testing process.

1. After-Tax Emplovee Contributions

For 415(b) testing purposes, the portion of the annual benefit that is attributable to after-
tax employee contributions may be "subtracted" from the annual benefit. In order to perform this
calculation, SDCERS would have to be able to identify mandatory employee contributions that
were ‘made prior to the adoption of the pick-up and any voluntary post-tax contributions

© - (including after-tax contributions for service purchases). However, based upon the changes

. made by the PPA with regard to service purchases and the difficulty in performing 415(c)
testing, we wtimately recommend that in the testing protocol the benefit atiributable to after-tax

employee contributions not be excluded from 415(b) testing, which would be consxstent with

‘Code Section 4135(n) testlng

a, Mandgtory Employee Confr:butions

‘ SDCERS implemented & pick-up of -mandatory contributions in 1987° for all
contributions made by the employer. Prior to that time mandatory employee contributions were
made on an afier-tax basis; therefore, under the IRS regulations the benefit attributable to those
mandatory contributions would be excludible from 415(b) testing. However, if those mandatory
contributions exceed the.415(c) limits, the benefit attributable to the excess contribution would

2 This date was provided by staff on 12/7/2005,
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not be excludible. These pre-87 contributions will only be "backed out" from the 4]15(b) testing
in cases where a failure has been identified in the testing group under the plOprCthe
methodology. The initial screen will leave them in,

b. Voluntary USERRA Centributions.

It is our understanding that USERRA contributions are subtracted from any differential
pay for the member. However, if the member did not receive differential pay, the member wouid
be given the opportunity to pay those contributions on an after-tax basis. Therefore, SDCERS -
would be permitted to exclude the benefit attributable to the post-tax USERRA contributions
from 415(b) testing, if the post-tax USERRA contributions would not have exceeded the 415(c)

limits in the year of service.
c. DROP Confributions

SDMC § 24.1404(c)(4) provides that DROP contributions are made pursvant to a 414(h)
pick-up. Therefore, the benefit atu'zbutable to these contributions would be included in 415(b)'

testing.

d. Voluntary Contributions for Permissive Service Credit Purcbsséﬁ‘;
Missed Contributions

As noted above, the amount contributed for permissive service credit may either be tested
under a modified 415(c) or 415(b) test. SDCERS will use the modified 415(b) test:

When SDCERS has determined that contributions have not been remitted for a period of

+tha | P "
service, the member is "billed” for these contributions as a pre-condition for receiving credit for

that period of service. If those missed contributions are paid by the member with after-tax
dollars, those contributions would be tested under Code Section 4i5(n) using the modified

415(b) test.
As a result of the PPA, ail SDCERS service ﬁurchases would be considered to be

permissive service credit purchases As a resuit, those service purchases will be tcsted undcr the
modified 415(b) testing of Code Section 415(n). -

e. Proposed Correction Approach

' The proposed correction approa.ch for retrospecnve testmg does follow 415(b) testing
with respect to after-tax contributions made for permissive service purchases under Codé Section
415(n). See Exhibit A, The expanded testing of the pre-1995 Group will consider mandatory

after-tax employce contribunons (pl‘e-plck up).

Stm’tmg with January 1, 2007 and ona prospectlve ba31s 415(n) testmg will be applled |
for all permissive service purchases _ _

We also recommend as a gomg-forward matter, that SDCERS keep a record of the type -
of service purchased and the source of the purchase. This will be done by reprogramming -
PenslonGoId (the SDCERS operatmg system) :

L 230 " Revised 12/5/07
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PensionGold currently has fields with drop down selections that arz used to identify the
sources of money received for the payment of Purchase Service Contracts:

Payment Type Choices:

401k Transfer
Balance Adjustment
Cashless Transfer’
Lump Sum Payment
Manual

Rollover

SPSP Transfer
Transmittal

If the Roliover option is selected as the Payment Type, the “Rollover information”
section is enabled. This section has a “Type” fieid with the following selection options:

401(k)

403(b)

457

Individual Retirement Account
Other. Qualified Plan

Other fields in the Rollover information sec_tion include:

Acct. Name
_Acct. Number
Acct. Holder

Each Payment received is identified in the system as "Pre or Post tax," as well as tied
directly to 8 speciﬁc contract which identifies the service purchase type.

"To provide for accurate prospective 415(n) testing, we recominend that an add1t10nal
payment type be identified as 457(b) or 403(b) direct transfer to identify those situation where
penmsswe service credit is being purchased. We also recommend that the specific type of
service being purchased be identified so that it can be determined that an approprtate source of

fundmg was used
2. Rollovers

The amount of the annual benefit that is atlnbutable to rollovers may be excluded from

415(b) testing.  As noted above, the benefit attributable to a rollover must be calculated in a

- manner permitied by the IRS. The properly calculated benefit attributable to the rollover could

" be "subtracted" from the annual benefit for testing purposes. Appropriate conversion factors for
rollover purchases will be utlhzed as spemﬁed in Exh1b1ts AandB.

! Thistype of transfer is addressed in a scparate VCP filing and Report. _
S ' 24 - - Revised 12/5/07
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3. Transfers from a Qualified Plan

With regard to transfers from a qualified defined contribution plan, the amount
attributabie to the transfer would be excludible from 415(b) testing using IRS prescribed factors.
However, if there is a transfer from another defined benefit plan where aggregation is required
(because, for example, the plans are maintained by the same employer or related employers),
then the total benefit would be tested under 41 5(b). If the transfer is not from a defined benefit
plan where aggregation is required, then the benefit attributable to the transferred amount is
treated as if provided as an annuity from a separate plan which must be aggregated with the

transferor plan.
4, Transfers from a 403(b) or 457(b) Plan

Amounts received in a transfer from a 457(b) or 403(b) plan are treated in the same
manner as a rollover, as discussed above.

5. Purchase of Service Chart

The following chart identifies the various purchases that may be made under the
Municipal Code* and our assessment of whether they would eppropriately be categorized as
permissive service credit ~ qualified or non-qualified — and the types of contributions that could
be used for the purchase. For the category "permissive 'service,” we are assuming that SDCERS
assures that there is no double-counting of service and only one year of credit may be received
for any 12 month period. For the category "sources" we are referring to ‘whether all types of
employee contributions can be made for the purchase — afier-tax contributions under 415(n),
rollovers, plan-to-plan transfers from a DC qualified plan, and plan-to-plan transfers from a

AST M ar A3 nian
2 broradsind nian,

Permissive Qualified or Treatment for 415(b)
SDMC § /Type Service Nonqualified Sources Porposes
Back out benefit

attributable to roilovers,
DC and 457(b¥403(b)
transfers, based on IRS
factors; ‘use modified
415(b) testing under
415(n).

Missed Contributions | Yes Qualified All

24,1301 -LTD Yes " | Qualified All Back ouf benefit
. ' . attributable t6 rollovers,
DC and 457(bY403(b)
.| transfers, based on'IRS .
| factors; use modified
* . | 415(b) testing under
| 415(a). '

‘. Board Rules [0.00-10.40 describe Board policy with resbect to the purchases that are set forth in the Municipal Code. )
o 25 o " Revised 12/5/07
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SDMC § /Type

Permissive
Service

Qualified or
Nonqualified

Sources

Treatment for 415(h)
Purposes

24.1302 - Probation.
Employee
contributions only

Yes

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; nse modified
415(b) testing under
415(n).

24,1303 - City
Service

Yes

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n),

24.1303 - 1981 Plan
- waliting period

Yes

Qualified

All

Back out beneflt
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on IRS
factors; use modified
415(h) testing under
415(n).

24.1304 ~ Part-time,
hourly pre 1/2/97

Yes (no double
counting)

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(0)/403(0)
transfers, based on IRS
factors; use modified
415(b) testing under
415(n).

24,1305 ~
_Reinstatement - pre
1/2/97

] Yes (no double
- counting)

415(k) Service

Qualified

All

Back out benefit
attributable to rollovers,
DC and 457(b)/403(b)
transfers, based on'IRS
factors; use modified

| 415(b) testing under

415(n). |

24.1306 - Repayment
of refunds —
contributions plus .
interest

Yes
415(k) Service

Qualified

All

Back out benefit _
attributable to rollovers,
DC and 457(b)/403(b) .
transfers, based on IRS
factors; use modified
415(b) testing under -
415(n)."

11623403.22
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Permissive Qualified or . Treatment for 415(by
SDMC § /Type Service Nonqualified Sources Purposes
24.1307(a) - Yes Qualified All Back out benefit

1 attributable to rollovers,
DC and 457(b)403(b)
transfers, based on [RS
factors; use modified
415(b) testing under
415(n).

Approved leave {one
year) by payment of
"em pioyee cost” for
leaves that begin
before 2/1/97

24.1307(b) - 1 Yes Qualified All Back out benefit
Approved leave . atiributable to rollovers,

(more than one year) DC and 457(b)/403(b)
by payment of transfers, based on IRS
employee and factors; use modified

employer cost for 415(b) testing under

leaves that begin 415(n).

before 2/1/97.

24.1307(c) - After Yes Qualified All Back out benefit

1/1/97, LTD, FMLA, attributable to rollovers,
DC and 457(b)/403(b)

leaves without pay.
transfers, based on IRS

factors; use modified
415(b) testing under
415(n).

24,1308 - Fieid of Yes Qualified All Back out benefit
atiributabie io roiiovers,

DC and 457(b)/403(b)
transfers, based on [RS
factors; use modified
415(b) testing under
415(n). '

iviembership

24,1309 — Military Yes | Qualified 1 All Back out benefit
Service: USERRA ' : : " | attributable to rollovers,
service (Per 1 DC and 457(b)/403(b)
SDCERS, this only transfers, based on IRS
covers USERRA.- factors: use modified
service.)” 415(b) testirig under
. “415(n).- Note: Electing
this for convenience could
be treated separately from-
all other service,
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Permissive Qualified or Treatme 1t for 415(b)
SDMC § /Type Service Nonqualified Sources Py rposes
24,1312 -5 year Yes Nonquali fied All Back out b nefit

attributable to rollovers,
DC and 45 (b)/403(b)
transfers, b sed on [RS
factors; usc.modified
415(b) testi g under
415(n).

purchasce — No period
of service identified

6.  401(h) Amounts

Payments made from the 401(h) account do not count toward the Code section 415(b)
limit. Treas. Reg. § 1.415-3(d)}(2)(i1). However, Code Section 415(1) provides thr : contributions
allocated in an "individual medical account” shall be treated as an annual additic n to a defined
contribution pian, but are only subject to the 415(c) dollar limit (not the compensai .on limit).

However, it is our understanding there are currently no SDCERS reserves ‘eft to pay this
401(h) benefit. Furthermore, the pending amendments to SDMC § 24.1203 wil. eliminate the
401(h) account entirely. Consequently, retiree medical is either paid from other sources or not

paid at all.
7. Agoregation of Payments to Alternate Payees

For purposes of 415(b) testing, SDCERS must aggregate payments to the member with
any payments to alternate payees under the community property laws, including -ayments made
pursuant to child support and spousal support orders. PensionGold was niodified as of
January 1, 2003, so that all payments made with respect to a member are "associated” with the
member. In addition to payments to alternate payees, the “association” also incfu fes deductions
from the member's benefit such as an IRS levy. In order to have accurate 415(i) testing both
prospectively and retrospectively, all "disassociated” payments must be associated with the
appropriate SDCERS member. - That "association" was done only with respect to the “initial
failure® group. (Please note that the initial group screen did include a 20% load for other than
member payments.) Therefore, the total population has not been "associated." The initial -
failures were "associated," Prosggctlvclx, SDCERS must "associate” all members when tested.

D, CLAssmdATION 'OF EMPLOYER CONTRIBUTIONS'

SDCERS staff has mdlcated that the SDCERS system does not track cmployer'
contributions as to what portion represents an offset contribution and what portion represents a
pick-up (as Code Section-4 14(h)(2) defines the term) contribution. -The result is that the benefit
.atmbutable to any employer contribution (regular, offset, and pick-up) will be su bJect 1o 415(!:) _
testing. This is the appropriate result under Code- Section 415(h). ' :

In order to erthance future compﬁance efforts, we strongly reco_mm@d that SDéERS and
the plan sponsors use the term pick-up in the manner provided for in Code Section 414(h)(2).
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E.  CONCLUSIONS REGARDING RETROSPECTIVE 415(b) TESTING

1. Definition of Tested Group — Post-1994 Group

In i1s original VCP, SDCERS, working with Ice Miller and Cheiron, developed a protocol
for determining whether there have been 415¢b) violations in prior years with respect to the
group that retired on and after 1/1/95. This protocol began by identifying the entire population
of 6652 retirees. That total was initially reduced by disabiiitants who were not receiving a
service retirement. After removal of records reflecting deceased or suspended participants, this
remaining group consisted was then tested under 415(b). See Exhibit A for the assumptions that
were used in testing this group. This date (1/1/95) was selected for the following reasons:

From a Benefit Standpoint

1. The DROP benefit is one of the potential "causes” of 415(bj failures. The
DROP benefit was initiated after January 1, 1995 (April 1997). Therefore,
all DROP recipients are being tested under the new protocol.

2. Using the 1/1/95 date captures all of the Corbett and Andrecht settlement
amounts.

3. Service purchases are another potent'ial cause of 415(b) failures. The
largest service purchase programs were initiated after January 1, 1995.

4, Multiplier increases are another potential cause of 415(b) failures. The
most recent multiplier increases took effect in 1997 and 2002.

From the Code Standpoint

I. The grandfathcr provision enacted with Code Section 415(m) applies to
' benefits prior to Januvary 1, 1995,

2. The grandfather provision enacted with Code Section 415(n) applies to
_any-service purchase in effect on Angust 5; 1997, :

2. Additiona] Testing Group — Pre-1995 Group

As a result of discussions during the VCP proi:ess, Cheiron has now developed a testing
protocol for those SDCERS members who retired pre-1995. This is now reflected in Exhibit A.

3,  Additional Testing Group — Deceased Retirees

At the Noverﬁber 19, 2007, meeting with the IRS it was determined that Cheiron needed
1o develop & way to estimate the number of deceased retirees for whom' there werc no
.contmuancc benefits being paxd because they had not been tested prekus]y '

To estimate the potential _paymeﬁts made to retirees who have died, Cheiron looked at the
‘last five years experience. Over the past five years, the average number of retirees who died per
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year was 137, The average number of participants in receipt of benefits in excess of the 415(b)
dollar limit was 1.02% of the retirces. Therefore if 1.02% of the deaths were receiving benefits
in excess of the 415(b) dollar limit they would add 1.4 more retiress to our testing. During this
same five year period, the average amount of benefit in excess of the limit was $26,000, so the
amount in each year potentially attributable to deaths is $36,400 (1.4x$26,000).

4, Benefits Payable from the Qualified Plan

As a result of the Retrospective Testing, the City will be required to repay to the qualified
plan the amount of benefits that were paid from the qualified plan in excess of the 415(b) limits.

F. CONCLUSIONS REGARDING PROSPECTIVE TESTING -

1. Definition of Tested Group

All members who retire on and after July 1, 2008, will be tested in accordance with the
415(b) protocols being developed by Cheiron, a draft of which is set forth in Exhibit B. To the’
extent information is available on pre-pick-up employee contributions, the after-tax contributions

will be backed out for 415(b) testing,

2, "Screens' Used in Testing

Linea will build screens based upon PensionGeld (the software used by SDCERS) fields.

3. Benefits Payable from the Qunalified Plan .
No benefits in excess of the 415(b) limit will be payable from SDCERS,

V.
OVERVIEW OF LAW WITH RESPECT TO
o : . DEFINED CONTRIBUTION LIMITS

Annual additions made or deemed to be made to a defined contribution plan are’ subject
to the limits under Code Section 415(c). This test is applied on an annual basis and it is
applicable to those governmental defined beénefit plans that provide for after-tax employee
contributions or certain purchases of service. . Thus, affer-tax employee contributions and after-

" ‘tax payments for purchases of service are tested under the Code Section 415(c) limits, in the
same - manner as contributions to a separate deﬁned contribution plan. ‘Treas.. Reg. §

1.415(c)- 1(a)(2)(u)
A. . THE DOLLAR LIMIT ON "ANNUAL ADDITIONS"
1. . Current Limits

The defined conmbunon limits contain both-a Dollar Limit and a percemagc of -
compensatxon limit ("Percentage Limit"). EGTRRA increased the Dollar Limit for deﬁned
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contribution plans from $35,000 to $40,000 for plan years beginning in 2002. This $40,000
dollar limit is subject to more rapid indexing, with annual cost of living adjustments in $1,000
increments instead of the current $5,000 increments.

Under prior law, the Percentage Limit did not permit contributions to exceed 25% of
compensation. However, EGTRRA amended this limit for plan years beginning in 2002, and
permitted annual additions to defined contribution plans of up to 100% of the participant's
compensation, or $40,000 (as adjusted for inflation), whichever is less. For purposes of this
definition, “compensation” includes both elective deferrals to a 401(k) plan or 403(b) plan and
amounts contributed or deferred by the employer at the employee's election under a cafeteria
plan, qualified transportation fringe benefit plan, or a 457 deferred compensation plan.

Certain contributions are not included in the definition of "annual additions” that are
tested under Code Section 415(c). Mandatory employee contributions that are picked-up by an
employer, or service purchase payments paid for by pre-tax (picked up) installment payments,
simplify Code Section 415 testing because mandatory contributions or service purchase
instaflment payments picked up pursuant to Code Section 414(h)(2) are not required to be treated
as contributions to a separate defined contribution plan. However, the resulting benefit must be

tested under Code Section 415(b) upon separation,

Treasury Regulation § 1.415(c)-1(b)(3) provides that rollover contributions are not
treated as employee contributions and thus are not "annual additions." Additional exceptions
from the 415(c) limits include USERRA contnbutmns and restoration of forfeited benefits,
which are discussed below. .

2. The Limitation Year

The limitation year for 415(c) testing purposes will be determined (see pages 2-3) in the
same fashion as for 415(b) testing purposes. _

The Final Regulations for Code Section 415(c) state the following with respect to the
impact of a change in the 415(c) hm1ts in the case of a plan that has a Limitation Year that is not

the calendar year:

The adjusted dollar limitation applicable to defined contribution plans is effective
as of January | of each calendar year and appiies with respect to lirhitation years

- gnding with or within that calendar year. Anpual additions for a limitation year
cannot_exceed the currently applicable dollar limitation {as in_effect before the

- January 1 adjustment) prior to January 1. However, after 2 January 1 adiustment
is made, annual additions for the entire {imitation year are permitted to reflect th

do]lar limitation as adjusted on Januarv 1

- Treas. Reg § 1.415(d)-I(b)(2)(iii). Applymg this regulatlon to the SDCERS sxtuatlon we would.
come up w1th the followmg scenarios: : . S

> If a member wished to contribute after-tax dollars dunng the time penod July 1,
2006 through December 31, 2006, the member would be limited toa contnbutlon ,
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of $44,000 (assuming that his compenéation in that Limitation/Fiscal Year was
equal to or greater than $44,000).

» If a member contributed an amount from $1 through $44,000 prior to January |,
2007, the proposed regulation would permit the member to contribute the
difference between the amount contributed prior to January 1 and $45,000 on and
after January 1, 2007, through June 30, 2007. For example, if a member
contributed $44,000 prior to January 1, 2007, on and after January 1, 2007, and
through June 30, 2007, the member could contribute 31,000, under the regulation.

3 Code Section 415(k)(3): Repavment of Cash-Outs

Section 415(k)(3) provides that any repayment of contributions (including interest) will
not be taken into account for Code Section 415 purposes if the repayment is to a govermmental
plan with respect to an amount previously refunded on a forfeiture of service credit under that
plan or any other governmental plan mamtamed by the state or any local governmental employer -

within the same state.

4, Testing of USERRA Service Purchages

Special Code Section 415 testing rules apply to the payment of contributions covered by
the Uniformed Services Employment and Reemployment Rights Act of 1994 ("USERRA").
Pursuant to Code Section 4i4(u)(Ij(A) and (B}, payments made in the applicable USERRA
"make-up"” period shall not be included in the Code Seciion 415(c) test for the limitation year in
which the payment is made, and shall instead be allocated to the limitation year for which it
rclates This rule exists to address a situation in which make up contributions permitted by
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once upon the return of a plan member on USERRA-approved leave. If the Code Section 415(c)
limits were applied to the sum of these contributions, then a member might exceed the applicable

limit,

In SDCERS' case, generally in "real life," the employee is being pajd differential pay
while on military leave, so their regular deductmns for contributions remain as is {on & prc-tax
basis). For the few employees who do riot receive sufficient pay throughout the period to remain

current on contributions, they are given options on how to restore contributions .(e.g:, lump sum
installments). This group may need to be moved to an Except]on Management process.

5, - Code Sectmn 414(v)

Code Section 414(v) prov1des that an "applicable employer plan" may permit an eligible
participant to make additional glective deferrals in any plan year subject to certain limits. An
"applicable employer plan” includes a 401(a) plan, a 403(b) plan, a SEP or a SIMPLE IRA,; and a
457(b) plan. An eligible participant means a participant in the plan who will attain age 50 in the .-
plan year and who. would otherwise-be- "capped" out by other Code limitations. These additional
eléctive deferrals may not exceed the lesser of the "applicable dollar amount” (for 2006 and
.thereafter this amount is $5,000) or the difference between the participant's compénsatmn minus
all other elective deferrals. For purposes of applying this limit, all 401(a) plans, 403(b) plans,
SEPS.and. Slmple IRAs of a smglc employer must be aggregated Multlple 457(b) plans of &
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smglc employer must be aggregated, but are not aggregated wnh the other types of empioyer
plans.

An additional eclective deferral under Code Section 414(v) will not be subject to the
otherwise applicable fimitation under Code Section 401(a)(30), 402(h), 403(b), 408, 415(c), and

457(b) {determined without regard to 457(b)(3)).

Therefore, in determining whether an SDCERS member who makes an after-fax
employee contribution is viciating the 415(c) limits, the member's 415(c) limit is determined
without regard to any additional elective deferral made under Code Section 414(v).

B. DEFINITION OF COMPENSATION
1. General Rule

. Code Section 415(c)(3)(A) defines "participant's compensation” as “"the compensation of
the participant from the employer for the year." Code Section 415(c}(3)(D) includes as
compensation elective deferrals under Code Section 402(g)(3) and amounts contributed by the
employer at the election of the employee which are excluded from income under Code Sections

125, 132(£)(4), or 457.
Treas. Reg. § 1.415(c)-2(b) provides the following definition of compensation:

For purposes of applying the limitations of section 415, except as otherwise
provided in this section, the term "compensation" means remuneration for

. services of the following types:

(1)  The employee's wages, salaries, fees for professional services, and other
amounts received (without regard to whether or not an amount is paid in cash) for
personal services actually rendered in the course of employment with the
employer maintaining the plan to the extent that the amounts are includible in
gross income (or to the extent amounts would have been received and includible
in gross income but for an election under sectmn 125(a), 132(f)(4) 402(3)(3)

402(h) 1)(B) 402(k), or 457(b)). .
* ok %

(3)  Amounts described in sections 1.04(a}(3), 105(z), and 105Ch), but only to
the extent that these amounts are includible in the gross income of the employee.

(4 Amounts paid or reimbursed by the employer for moving expenses
.. incurred by an employee, but only to the extent that at the time of the payment it
is reasonable to believe that these amounts are not deduct:ble by the employee

under SBGUOD 217,
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(7) Amounts that are includible in the gross income of an employee‘ under the
roles of sccticn 409A or section 457(f)(1)(A) or because the amounts are
constructively received by the employee.

Code Section 104(a)(1) excludes from gross income amounts received under workmen's
compensation acts as compensation for personal injuries or sickness.

2. Safe Harbor Definitions

There are at least three safe harbor options available to a plan for purposes of defining
‘compensation for Code Sectian 415(c):

(1)  Define compensation on a person by person basis, including all taxable income
and certain items not included on Form W-2, imputed income items, etc. This
approach has the advantage of producing the highest possible compensation
amount for each individual, but is not administrable for a plan of eny size. In
order to take this approach, it would be necessary for SDCERS to determine the
tax treatment of domestic partner health coverage and various other items.

2 Define compensation based on the number reported‘ by the employer as gross
income in Box | of each employee's Form W-2, This approach results in a lower
number than method 1, but is much easier to administer.

(3) Define compensation based on amounts subject to federal income tax

withholding, as well as certain amounts that would be includible except for an

" election under a cafeteria plan, a qualified trangportation fringe benefit, a 401(k)

pian, a 403(b) pian, a simpiified empioyee pensicn, a simpie reiiremeni account,

or & 457(b) plan. This approach also results in a lower number than method !, but

is generally easily available from the employer or payroll service provider and is
therefore much easier to administer than an individualized approach.

The definition of Compensation that SOCERS has selected is the method found in the
Final Regulations Section !.415(c)-2. SDCERS- had considered using the Medicare
compensanon amount. Howeve, that compensatxon definition inciudes picked-up conttibutions
in certain situations. Therefore, SDCERS protocols for 415(c) testing would be based upon the

Final Regulation as indicated.

3. Treatment of Workers Compensation

Plans often quesnon how to treat workers compensanon payments for purposes of the

- Code Section 415(c) definition of compensation. Generally, workers compensation payments
are excluded from gross income, provxded they are paid under @ workers compensation statute,

- and therefore would ‘not be includible as compensatlon under. Code Section 415(c)(3). We -

believe this is true regardless of whether the employer is funding the payments directly or has

‘paid”for worker's compensation insurance, as in either case the amounts paid woild (prcsumably)

-be paid. pursuant to a worker's compensation statute.

There isa speczai rule under Code Section 41 5(c)(3)(C) which provxdes as follows:

34 . . Revised 12/5/07.
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© SPECIAL RULES FOR PERMANENT AND TOTAL DISABILITY, In the case of a
participant in any defined contribution plan—

(i) who is permanently and totelly disabled (as defined in section 22(e)(3)),

(i)  who is not a highly compensated employee (within the meaning of section
4]4(q))! and

(iii)  with respcct. to whom the employer elects, at such time and in-such
manner as the Secretary may prescribed, to have this subparagraph apply,

the term “participant's compensation” means the compensation the participant
would have received for the year if the participant was paid.at the rate of
compensation paid immediately before becoming permanently and totally
disabled. This subparagraph shall apply only if contributions made with respect
to amounts treated as compensation under this subparagraph are nonforfeitable
when made. If a defined contribytion plan provides for the continuation of
contributions on behalf of all participants described in clause (i) for a fixed or
determinable period, th1s subparagraph shall be applied without regard to ciauses

(i1} and (ii1).

Treasury Regulation § 1.415(b)-1(b)(2Xiv) and Treasury Regulation § 1.415(c)-
1(a)(2)(ii)(B) provide that the voluntary and mandatory employee contributions (but not picked
up contributions) under a defined benefit plan are treated as a separate defined contribution plan
maintained by the employer, subject to the limitations on contributions of Code Section 415(c)
and Treasury Regulation § 1.415(c)-1. Thus, while Code Section 415(c)(3)(C) spccxfies 1ts

ahnlif\n’“hhl fn fiA+VHﬂ!’| nr\ntﬂhnhnn nloﬂﬂ |f /\nnlrl hn urnnnn rnnr !nmua nrov oV\ﬂn x
i) v e - s ANSLAME  FYAS AR W

apphcable to that portion of a defined bencﬁt plan that is to be treated as a deﬁned contribution
_plan:

Treasury Regulation § 1.415(c)-2(g)(4) provides that, if certain conditions are satisfied,
then "compensation" for a defined confribution plan participant who is permanently and totally
disabled means "the compensation the participant would have received for the year if the
‘participant was paid at the rate of compensation paid immediately before becoming permanently
and totally disabled, if such compensation is greater than the participant's compensation
determined without regard to this paragraph . For thig rule to apply, the followmg conditions

must be satisf] ed

(1)  Either the participant is not a highly compensated employee (as defined in
‘section 414(q)) immediately before becoming disabled, or the plan provides for
the continuation of contributions on behalf of all participants who are
permanently and totally dlsabled for a fixed or dctermmable pe,nod '

- (2) - The p]an prowdes that the ru]e of this paragraph (g)(4) (treatmg certain
. amounts as compensatlon for a disabled part:clpa.nt) applies with respect to the

. participant;.snd.

o . 35 - Revised 12/5/07
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3) Contributions made with respect to amounts treated as compensation
under this paragraph (g)(4) are nonforfeitable when made.

Treas. Reg. § 1.415(c)-2(g)(4)(ii).

This special rule provides that in the case of an individual with a total and permanent
disability, Coede Section 415(c) compensation would be desmed to be compensation at the rate
the employee was being paid prior to the disability, This then leads to the question of how this
provision is applied. Based on the Final Regulations, it appears that Code Section 415(c)(3)(C)
is definitional for 415 compensation purposes, thereby creating a base for applying the 415(c)
limit. :

In SDCERS’ case, the City has industrial leave paid under the active payroll, with the
possibility the person will go to a different payroll (i.e., workers compensation). This may
require that a person in this situation be moved to an exception management process.

C. SERVICE PURCHASES

In our earlier report, we noted that one of our primary areas of concern with regard to
415(c) testing was with respect to service purchases. A voluntary employee after-tax
contribution is subject to 415(c) testing unless the more advantageous provisions of Code
Section 415(n) apply. However, the PPA has made 415(n) much broader so that the more
favorable limits would apply to all SDCERS service purchases, subject to 415(n) limits.

As noted in an earlier section of the report, if an employee makes a voluntary
contribution for a service purchase, the voluntary contribution may be tested under more

__________ ATErN Tt o AVESLN Nt Lo ATE AN Moo ta Ao A8 o oo Lo
BONCLOUS 910\ 9y $1iiiiG OF 51040, SRS, 108 921248 (1S UnQer a1 {11y 87€ 6% 1000WSET

For purposés of Code Section 415(11) service purchases, only the dollar limit
under Code Section 415(c) epplies ($40,000 (adjusted for inflation)) by treating
all permissive service contributions as an annual addition under that limit. -

D. ANALYSIS OF ALL CITY PLANS

Code Section 415(g) requires the aggregation of all plans of an cmploycr for 415 testmg
purposcs Therefore, our other primary area of concern for 415 testing occurs with respect to the
other defined contnbutlon plans that are maintained by the City - the 401 (k) plan and the SPSP.

~ The Cltys 457(b) defcrred compensation plan is not aggregated with SDCERS. -

. APPLICATION OF CODE SECT ION 415;0! TO SDCERS

AND RECOMMENDATIONS

.A. . Pran DOC‘UMENT ?Rowsrons

SDMC § 24. 1004(h) (per pending amendment) provides that employee contributions to,
- and benefits from; SDCERS must comply with the Code Section 415 limitations on contributions
: and bencﬁts 'I‘he prov1swn fu.rthcr estabhshes the fiscal year as the testing year, etroggcctwe Y,

. 36.' - " Revised 12/5/07
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and the calendar year, prospectively. The amendment would permit SDCERS to modify
contributions as necessary to ensure compliance with Code Section 415,

B. TESTING OF "ANNUAL ADDITIONS"

i. Plan Aggregation

Prior to 1/1/06, SDCERS has not tested annual additions against the Code Section 415(c)
limitations. The City administers three defined contribution-type plans: the 401(k), SPSP, and a
457(b) plan. The City tests slective deferrals to the 401(k) and 457(b) plans. The City does not
conduct Code Section 415(c) testing for its 401(a) plans (401(k), SPSP, and SDCERS). The
other City plans and SDCERS are subject to qualification failure if the 415(c) testing
requirement is not satisfied and individuals are contributing in excess of the limitations to the
plans in the aggregate. In order to address this qualification issue, SDCERS would have to
coordinate with City to test for both the dollar and compensation limits under Code Section
415(c). In order to perform this test, SDCERS must select a definition of compensation that is -
permitted under the Code (see next section). The pre-tax (picked-up) contributions to SDCERS

would not be used in the 415(c) testing.

If the after-tax contribution was made for a purchase of permissive service credit, Code
Section 415(n) would apply and permit 2 higher level of contribution than under Code Section

415(c) or testing under 415(b).

The Airport and Port only offer a 457(b) plan; they do not provide a 401(k) or 401{a)
plan. As a result, 415(c) testing for SDCERS purposes would not require aggregation with the

Airport and the Port 457(b) plans.

2. Definition of Compensation

We discussed the three safe harbor definitions of compensation with SDCERS staff.
Currently, none of the compensation fields provided by the City in Pension Gold represents any
of the safe harbor definitions, SDCERS staff and the City have comparcd W-2 compensation
used by the City with "gross compensation” reported as Gross Salary in Pension Gold. SDCERS
staff has determined that the compensation numbers that are currently provided to ‘SDCERS by
the plan sponsors do not comport with any of the three safe harbor definitions. -The IRS has
indicated -that the Medicare definition of cornpensation is not acceptable because it would
include pick-up contributions in some cases. Therefore, SDCERS will use the definition found
in the Final chulat:ons Section 1.415(c)-2. Testing protocols will be conformed to this charige.

Fmally, please note that all plans whxch must be aggregatcd for purposes of 415(c) testing
must use the same definition of compensation for those purposes. Therefore, if the plan sponsors
dre using a.different definition of compensation for purposes of theu testmg, SDCERS must
collaborate w1th them to arrive at a consmtent approach - '

37 © Revised 12/5/07 -
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C.

Given the 4{5(b) testing approach described inv_‘;
proposing not to do retrospective 415(c) testing for se _ .ce purchases that fit within 415(n). This

should be a reasonable approgch considering the follo

» Since 1987, all mandatory employe': ;
thus would be subject to 415(b) tes!- .

» Since 1997, all service purchases m
subject to either modified 415(c) te:,;
has elected 415(b) testing. The PP,

methodology.

are not subject to 415(c) testing.

post-tax contributions.

»  Service purchases made via rollove

- CONCLUSIONS REGARDING RETROSPECTIVE "

5(¢) TESTING

arlier sections of this Report, SDCERS is

ng factors:

;ontributions have been picked-uja and
g.
ie with after-tax employer dollars are

‘ng or modified 415(b) testing. SDCERS
1as confirmed the availability of this

» Service purchases permitted as of A:;-_ Just 5, 1997 are grﬁndfathered and thus

* For retrospective 415(b) testing, Sl’.:f.f_‘-'ERS is not backing out any after-tax

employee contributions, except whe ;:

information is available for mandatory

nd plan-to-plan transfer from the DC

plans are not subject to 415(c) testir:. .

subject to regular 41 5(b) testing.

D.

1. Definition of Tested GGroup

Tht;: teéted group will consist of all employe_csf_'

service purchases) on and after January 1, 2007.

3 Testing of Other After-Tax Enipiove':'

Cont

v Service purchases made by plan—to-<.'.".';an transfers from the 457(b) plan are

CONCLUSIONS REGARDING PROSPECTIVE d41¢:¢) TESTING

Given the practical problems associated with »,::.'-5(0) testing, SDCERS has determined to

take the following prospective approach starting Janu:“ 1, 2007.

naking after-tax contributions (other than

CoA Tes_g of Semce Purchases Made v\ ‘h After-Tax Emplovyee Contributions

"All service purchases made with after-tax emp Eﬂi»yec contributions will be tested under the -

modified 415(b) testing under 415(n) if the servic-

including qualified and nonqualified service, in accort _nce with the chart above. This means the

b'"z"ﬁt attributable to these contnbut;ons will not be t ted under 41 S(c)

being purchased is permissive service,

ributions

. .SDCERS does not anticipate that any after-ta
.sive servicg credit. Therefore, all would .

" not qualify as contributions for thé purchase of perm

‘38
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be tested under 2 above. However,_SDCERS is retaining an "exception test" pfoceclu_re for
415(c) in case SDCERS wishes to use the modified 415(c) testing in the future for service
purchases or if other conditions arise which would require it (such as a change in the law).

4, USERRA Testing

In the case of USERRA contributions, the 415(c) limits that would be examined would be
the limits in place with respect to the covered service — not necessarily the year of the payment.

5. Compensation Definition

The compensation definition that will be used in 415(c) testing (if it is necessary) has
been stated in the proposed amendment to SDMC § 24.1004.

6. Testing Protocol

The testing protocol for this is set forth in Exhibit D. This testing protocol will be
changed with respect to the definition of compenasation.

7. Priority

One issue raised in this context is that of "priority." That is, it is important that a clear
priority be established among the different plans as to what will be reduced first, second, gtc. in
the event that annual additions exceed the Code Section 415(c) limitation. This priority list
shoutld inciude not just the different San Diego defined contribution plans, but also the dlfferent

types of contributions possible to each of those plans.

. First, attempt the correction through the 401(k) program. The amount of excess
contributions wouid be distributed to the member.

. If the amount of 401(k) contributions for the year is not enough for the correction,
~ then the next plan to consider would be SPSP, However, in order to preserve the
plan’s status as the Social Security replacement plan, the amount of contributions
available to be refunded would be limited to the voluntary contnbunons '

. If the armount in the SPSP avallable for refund was insufficient to make the
correction, then the correction would have to be made from SDCERS This could

affect the mcmbers service purchase.
E. TESTING OF SERVIC_E PUBCHASES ~ BY SOURCE

1. SDCERS Provisions

SDMC $ 24 13 ]O(a) prowdcs t.hat in order to purchase Creditable Semce a member must
pay an amount, mcludmg interest, détermined by the Board before. the effectlve date of
retirement. This section goes on to prowde as follows: :

: N 39 _ " Revised 12/5/07
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SDMC § 24.1310(b).

Subject to any limitations imposed by the Internal Revenue Code, such
payments under section 24.1310(a) may be made by lump sum,
installment payments, direct transfer to the Retirement System from any
defined contribution plan maintained by the City of San Diego, or in such
manner and at such time as the Board may by rule prescribe. Any sums
paid by a Member under section 24,1310 are considered to be and
administered as Member contributions.

recently amended to read as follows:

Rule 10.50 Methods of Payment.

(a)

Subject to any l_irhitations or conditions imposed by applicable tax laws

and regulations, a member may pay for service credit by:

(b)

©

(d)

1/1623403.22

(H lump sum,
(2) instaliment payments through payroll deduction,

3 direct transfer to the Retirement System from any tax qualiﬁéd
defined contribution plan maintained by the City, Airport -
Authority or Unified Port District,

(4) ©  rollover or direct transfer of funds from an eligible retirement plan,

(5) direct in-service transfer from an IRC 457(b) compensation plan or
an IRC 403(b) plan, subject to Board Rule 10.60 (subject to pr:or
approval by the IRS); or

(6) any other source allowable under federal law.

The System will treat all amounts paid by members under this Division as
member contributions. ' -

A member must compiete all payments to purchase service credit before
his or her effective date of retirement, entry into DROP, or termination of
employment (in the case of a deferred retirément),

“[fa member clects to make installment payments:

(1. ‘the member must agree to an installment contract with a payment

. plan that mcludes the putchase cost plus mstal!ment interest,
(2) the payments must be made through paytoll deduction, .

(3)  the payments must be at least $20 per pay. period,

.40 o Revised 12/5/07
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(4) the System will charge installment interest to the member's
individual account using the actuarial assumed interest rate in
effect at the time the installment contract is executed, and

(5) if making pre-tax payments, the member must compiete the
installment contract before he or she first becomes eligible to
service retire, unless the member acknowledges in writing the
negative consequences of failing to do so. (See form SDCERS
uses for this. See Exhibit L.)

Board Rule 10.50.

The Board has adopted Rule 10.60 to read as follows:

Ruje 10.60  In-Service Transfer of Funds from a 457 Defined
Compensation Plan fo Purchase Service Credit.

(a) Purchase of Service Credit under General Five.-Year Provision (Board
Rule 10.10): A member may purchase service under Board Rule 10.10
{general five-year purchase} by an in-service plan-to-plan transfer from a
‘457(b) plan. No certification of corresponding service is required.

(®) Purchase of "Service-Connected" Service Credit. A member may
purchase service-connected service credit under Board Rule 10.00 by an
in-service plan-to-plan transfer from a 457(b) plan. No certification of
corresponding service is required.

: With this new Rule 10.60 in place, transfers from the 457 plan will be accepted for
service purchases as described in (a) and (b)., See PLR 200550042.

The Board Rules also provideé for the terms of installment contracts in Board Rule 10.70.
Based upon these rules, it is clear that SDCERS has attempted to avail itself of all methods of

service purchases.

2. Compliance Testing Chart

The following chart shows how the available sources of voluntary employee
contributions for service purchases shouid be tested under either Code Section 415(c) or 415(n).
{(Refer to the earlier chart for a categorization of service purchases as permissive service and as -
qualified and non-qualified service.) - " : '

- . 41 - Revised 12/5/07
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Yoluntary Employee Contributions for Service
Purchases

415(c) Testing or 415(n) Testing

in-service transfers from DC Plans (401(k),
SPSP)

415(c) limits (including 415(n) modified
{imits) do not apply. Regular 415(b) limits
should be applied at distribution.

Lump sum after-tax empleyee contributions and
instaliment contracts for after-tax contributions if
for non-permissive service or for nonqualified
permissive service credit in excess of limits

415(c) limits apply (lesser of $40,000

(adjusted) or 100% compensation in the year
of purchase). These will be tested on an
exception basis,

Lump sum after-tax employee contributions and
installment contracts for after-tax contributions if
for permissive service :

415(n). limits apply.
will be tested under modified 415(b) limits.

However, SDCERS may prospectively
implement  modified 415(c) testing
procedure. :

Therefore, purchasc

Picked-up employee COHTI'!bUthI]S for instaliment
contracts

Note: A favorable IRS private letter ruling is the
mechanism for obtaining approval for a pick-up
of employee contributions for a service purchase.

415(¢) lmits (including 415(n) modified
limits) do not apply. Regular 415(b) limits
should be applied at distribution.

Lump sum rollovers from eligible plans (401(a),
457(b), 403(b), 401(k), 403(a) and IRAs)

415(c) limits (including 415(n) modified
Jimits) do not apply. Rollovers only afier
separation from service except IRAs.

Repayment of refunded contributions

Under 415(c)(3), 415(c) Himits wili oot

apply. 415(b) limits will apply at’

distribution.

Lump sum transfers from 457(b)/403(b) plans

Limited to permissive service credit and
restoration of service, 415(c) limits will not
apply. 415(b) limits will apply Sce Rule
10.60.

It is our understanding from SDCERS staff that the vast majority of service purchases are

made by plan-to-pian transfer from the Employers’ plans. However, all of the. other mechamsms-.

are used to some extent mc]udmg aﬁcr-tax payments

F. . TESTING OF USERRA SERVICE PU.RCHA.SES

SDMC § 24.1309 addrcsses purchase of ret:rement credit for service in the armed foroes.

The prowsmn specifies that fot purchases made pursuant to-a leave due to military service, the -

payment is treated as an annual addition for the limitation year to which it relates. " In order to
provide appropnate treatment of USERRA service purchases, SDCERS will need to work with
* Employers to determine USERRA eligibility. The problem of accurate USERRA reporting may
be lirnited to only a few SDCERS members because most SDCERS members who are called fo

. 2 Revised 12/5/07
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military service receive differential pay. It is the City's practice to deduct the member's
contribution from the differential pay on a picked-up basis. As a resuit, most SDCERS members
retiring from USERRA-covered service to employment do not need to make any contributions

for the USERRA leave period.

ﬁ CIRCULAR 230 DISCLOSURE

Except to the extent that this advice concerns the qualification of any qualified plan, to
ensure compliance with recently-enacted U.S. Treasury Department Regulations, we are now
required to advise you that, uniess otherwise expressly indicated, any federal tax advice
contained in this communication, including any attachments, is not intended or written by us to
be used, and cannot be used, by anyone for the purpose of avoiding federal tax penalties that
may be imposed by the federal government or for promoting, marketing, or recommending to

' another party any tax-related matters addressed herein.

|
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Exhibit A: Cheiron Report on Retrospective 415(b) Testing (Revised 11/27/07)
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Exhlblt A: Report on Retrospective 415(b) Testing

SDCERS Retroactive 415 Testing

The following is a description of Cheiron's detailed procedures for conducting retroactive
testing of SDCERS for 415(b) violations and determination of the amount of excess
benefits subject to payment by the City of San Diego under the VCP submission. It
includes an exhibit with line by line demonstrations of the retroactive testing procedure
applied. The third column of this exhibit maps the testing procedure with the Internal
Revenue Code section, corresponding regulation or revenue ruling. The fourth and fifth
columns to the right include two exampiles. We have also include an exhibit of multiple
years for a single participant that illustrates .how the COLA adjusted limit and benefit
change over time and how a participant’s retirement benefit could grow under the limit.

The table is also color coded to identify those elements of the testing that are basic data,
benefits, benefit conversions, limitation calculations and testing results.

Definition of the testing benefits

The first step in the testing is identification and gathering of the participant data and
benefit information to conduct the test. These tests were conducted on all current retirees
including disabled retirees as of June 30, 2007 who we expected to receive benefits in
excess of the 4]5(b) defined benefit dollar limits (the Limit) as defined for government
plans. The testing group weas isoiaied by inciuding any retiree whose benefit was within
80% of the estimated 415(b) dollar limit along with Lhc basic participant data, the benefit

" data includes:

¢ The base benefit which refers to the regular benefit defined in the Municipal Code
that is provided as a monthly amount, and includes benefits funded by the City
and participants through pre-tax employee pick-up contributions. The participant
contributions are defined in three parts: the annuity, the COLA annuity (cost of
living adjustment), and the surviving spouse annuity, which is an additional
benefit for participants who elect a single life annuity in lieu of a qualified joint
and survivor annuity (QJISA).

o The base benefit is subject to COLA and the amount of the current monthly
benefit that represents the COLA granted from retirement through June 30, 2007
were provided as a separate monthly arnount (COLA pension).

e Corbett Settlement for those participants in the settlement class, which represents

- an additional benefit also subject 'to COLA payable annuaily, but just once per
year as payments are contingent on certain investment performance benchmarks —
for testing we assume this benefit, has been paid in each year from retirement
through June 30, 2007,

- {(HEIRON
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¢ 13" check which is another contingent benefit that is based on a fixed amount per

years of service and is not subject to annual COLA — we assumed this was always

paid. -

* DROP benefits are included either as an account balance or as an annuity if the
payout election was as a fife annuity form of payment, The account balances were
provided as two data elements - the DROP contributions and DROP interest -
which were aggregated to equal the DROP account. The DROP account can be
paid out in various forms, but for testing we classified the participant election as
either a life annuity form or a lump sum. If a lump sum was paid (or assumed),
we then annuitized the lump sum value in accordance with the descriptions below,

s Offset benefits, defined as qualified rollovers used to purchase additional benefits
and any post-tax employee contributions were converted to life annuity
equivalents.

-« The COLA benefit is a CPI-based formula with a cap of 2.0% with the provision
for banking excess CPI increases for future years when the CPI is beiow the cap -
it is our understanding there is only one year the full 2.0% was not paid. We were
provided with the COLA increases to date and for all other purposes of defining
benefits as increasing, we assumed the 2.0% cap is applied every year on a
compounded basis.

Among all of the benefits gathered, the 13™ check and the DROFP are the only two benefit
income sources that are not subject to the annual COLA. The balance of the benefits
defined above will increase by the COLA each year.

Testing criteria

We used a number of triggers to define what benefits are tested, and what adjustments are
used to conform the benefit to the appropriate 415(b) dollar limit. These triggers include:

o Did the participant have 15 or more years of qualified service as a safety officer to
be eligible for the more liberal 41 5(b)(2)}(G) and (H) limits?

e s the form of retirement a life annuity or qualified joint and survivor annuity
(which is not subject to form adjustment)?

» Does the participant have 10 or more years of participation and therefore is not
subject to a prorated limit?

Actuarial Adjustments

We used the increasing formn of benefit for determining the benefit payable and the
415(b) dollar limit. This approach provides SDCERS with the net amount of benefit

payable from the System.

For the SDCERS plan assumptions, we used the blended 50/50 1983 Group Annuity
Mortality tables and an 8.0% interest assumption for all retroactive testing years. These
factors were used and tested against the Internal Revenue Code assumptions defined in
section 415(b)(2)(B) and (E} (referred to as statutory assumptions), in accordance with

(HEIRON ‘ | 2
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Revenue Ruling 98-1 and 2001-62 to determine the appropriate assumptions in effect at
the time of retirement. If the retiree participated in the DROP, we referred to the form of
payout and if it was a non-life form of distzibution, we applied the section 417(e)(3)
assumptions in-lieu of the Plan and/or statutory assumptions. If it was in a life annuity we
standardized the bencfit using the Plan and/or statutory assumptions. The appropriate
assumption was determined for each participant potentially subject to the limits, to
determine the largest benefit after applicationn of the actuarial equivalence. The break
points for the different rulings of appropriate assumptions to use are:

s Prior to calendar 2002, the plan assumptions were tested against the same
mortality table and 5.0% or 417(e)}(3) applicable interest rate, based on normal
retirement defined as Social Security normal retirement age. .

e For factors during 2002 we used the same mortality table above, 5.0% or
417(e)(3) applicable interest rate without adjustment for retirement age between
ages 62 and 65,

* For factors after December 31, 2002 we used 5.0% or 417(e)(3) applicable
interest rate and GAR94 Mortality Tables projected to 2002 using AA projection
scales to compare with the assumptions above without adjustment for retirement

age between ages 62 through 65.

- In each case, the assumptions used are those that result in the largest benefit for testing.

If a participant with a DROP benefit is subject to the 417(e)(3) applicable mortality and
interest rates then only these rates were used and applied to both the standardization of
the form of benefit and to adjustments to the limit for an increasing benefit form.

These adjustment factors were used for the following conversions:

e Conversion of form of benefits that were not in pay status as single life annuity or
qualified joint and survivor to single life annuity.

e Conversion of benefits to increasing benefit using a 2.0% annual increase rate.

e Conversion of DROP benefits based on the elected form of payment

» Conversion of roilovers and posi-tax employee contributions to appropriate
annuity forms to allow for aggregation of all benefits to the same benefit form for
testing. :

e Conversion of the 415(b) limit under the appropriate law in effect on the date of
actual retirement, and after adjustment for age at retirement, to an increasing form
of benefit using the appropriate assumptions defined for conversion of benefits to
a standard form of payment, to determine the amount of net benefit that can not be

paid from SDCERS.

In making adjustments from a level life annuity form to an increasing benefit to reflect
the automatic CCLA, we redefined the interest rate for determining appropriate annuity
conversion factors as the ratic of the appropriate interest assumption over 1.02 (for
example if the plan interest rate was appropriate then the factor used to convert a benefit

~(HERON 3
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to an increasing form was determined by wusing a 5.88% interest rate (1.08/1.02 -1 =
0588]).

Testing procedure

The appropriate [imit is determined based on the participant’s exact age at the end of the
first limitation year of retirement. The limit is defined as the prorated limits in effect for
the two calendar years bridged by the limitation year ending June 30", The limit is age
adjusted and then converted to an equivalent increasing annuity at the rate of 2.0%.

In performing the adjustment to the Limit to an increasing form, if the retiree was not
participating in the DROP and therefore not subject to 417(e)(3) assumptions, the
adjusted limit was determined under the plan and statutory assumptions and the Jower of
the two Limit values was used for tegting.

If the participant had a DROP benefit payable in a non-life annuity form, then the Limit
was converted to an increasing annuity form using the 417(e)}(3) applicable interest rate
in effect for the month preceding the participant’s annuity starting date.

The increasing equivalent DROP annuity is then deducted from the Limit, on the theory
that if taken as a lump sum the full future benefit attributable to the DROP will always be
paid. In no circumstance was the annuitized value of the DROP greater than the adjusted
41 5(b) dollar limit. The remaining limit is then compared to the balance of the benefits

that will be actually paid during the year. -

Al el L e s o —
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adjusted 13" check benefit (to be an equivalent increasing benefit), net of any rollover or
post-tax employee contribution equivalent annuities.

The net difference between the adjusted increasing net 415(b) limit and the benefit
payable is the portion that is not payable by SDCERS. This net result provides us with
the information and in a form that can be used to reduce the benefits payable from
SDCERS in compliance with Section 415(b) of the Internal Revenue Code with all the
amplifying regulations and rulings for the first year of retirement.

In the first year of retirement for a participant who is found to have an annual benefit in
excess of their Limit, the actual benefits received during a limitation year are applied to
the full Limit for that year. If the fractional year of receipts is less then the Limit, no
excess amount was defined for the first limitation year in which the participant retired.
For all subsequent years the excess amount was defined as the amount received in that
full year over the full year’s Limit. :

. These calculations are prepared every year from actual retirement to June 30, 2007 or
until the benefit has fallen below the 415(b) dollar limit as a function of the increases
from the 415(b} limit increase for indexing and 2.0% COLA adjustment. For purposes of
the annual tests the assumptions are fixed at the date of retirement for making future

(HERON 4
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adjustments 1o the Limit. The Limit itself, to which the fixed assumptions are 'applied,
will increase as specified by the IRS ‘

For purposes of the VCP submission and determination of the amount due from the City
to cover the accumulated excess benefits paid from the fund. The amounts due from the
City only include excess amounts since 1995 as part of this application. The annuai
excess amounts were rolled forward from the end of the limitation year in which the
benefits were paid to June 30, 2007 using an annual interest rate of 8.0%.

~(HEIRON - | 5
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Exhibit B: Cheiron Procedures on Prospective 415(b) Testing

San Diego City Employees Retirement System

Prospective 415(b) Testing

Prospective testing will be conducted first by SDCERS through a screening process
that will combine detailed information provided through Pension Gold and a
calculator developed to mcorporate the various benefits to be included as defined
benefits. Cheiron will be involved in verification of those benefits considered within
a reasonable range of the maximum limitations to verify any adjustments to be

made,

The calculator is currently designed to make adjustments to benefit forms and test
against the 415(b) dollar limit ( the Limit) to identify any participant who is entitled
10 benefits that are 70% or greater than their age specific Limit. That information is
then currently forwarded to Cheiron for additional testing and application of the
procedures defined below. It is anticipated in time with the understanding of the
appropriate procedures that the calcuiator quality will improve and reduce the
testing margin (70%) and number of participants sent subject to Cheiron for

additional testing.

The process will be similar to the retrospective approach. We see no significant
changes under the Final Regulations other then those that may define future
appiicabie inierest and mortality assumptions for conversion ot benefit forms. We
do anticipate that complete data will be available for the inclusion of more accurate
information on the nature of funds used in the purchase of service, rollover amounts
and post tax employee contributions for offset in the determination of the benefit

subject to testing.
It is anticipated the calculator will also be adjusted for the potential changes to the

testing procedure as a function of changes in defined limitation year (moving to
calendar year effective January 1, 2009).

The following is a description of procedures for conducting prospective testing of
SDCERS for 415(b) violations identified through the application of the calculator at

the time of retirement application.

Definition ol' the testing benefits

The first step in the testing is identification and gathering of the participant data and
benefit information to conduct the test which will be output from the calculator. The

benefit data includes:

¢ The base benefit which refers to the regular benefit defined in the Municipel
Code that is provided as a monthly amount, and includes benefits funded by
the City and participants through pre-tax employes pick-up contributions.
The participant contributions are defined in three parts: the annuity, the
COLA annuity (cost of living adjustment), and the surviving spouse annuity,
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which is an additional benefit for participants who elect a single life annuity

. In lieu of a qualified joint and surviver annuity (QJSA).

¢ The base benefit is subject to COLA for DROP retrees. The COLA is
calculated from the date of DROP eniry so the amount of the current
monthly benefit represents the COLA granted from DROP entry to actual
retirement date and is provided as a separate monthly amount (COLA
pension) All other new retirees should have no COLA pension amounts at
testing.

o Corbett Settlement for those participants in the settlement class, which
represents an additional benefit also subject to COLA payable annually, but
just once per year as payments are contingent on certain investment
performance benchmarks — for testing we assume this benefit is payable
every year. o

o 13™ check which is another contingent benefit that is based on a fixed
amount per years of service and is not subject to annual COLA — we
assumned this is payable every year.

¢ DROP benefits are included either as an account balance or as an annuity if
the payout election was as a life annuity form of payment. The account
balances were provided as two data elements - the DROP contributions and
DROP interest - which were aggregated to equal the DROP account. The
DROP account can be paid out in various forms, but for testing we classified
the participant election as either a live annuity form or a lump sum. If a lump
sum was paid (or assumed), we then annuitized the lump sum value in
accoidance with the descripiivns below.

¢ Offset benefits, defined as qualified rollovers used to purchase additional
benefits were converted to life annuity equivalents.

o The COLA benefit is a CPl-based formula Wwith a cap of 2.0% with the
provision for banking excess CPI increases for future years when the CPI is
below the cap. We will be provided with the COLA increases to date and for
all other purposes of defining benefits as increasing, we assumed the 2.0%
cap is applied every year on a compounded basis. :

Among all of the benefits gathered, the 13™ check and the DROP are the only two

_ benefit income sources that are not subject to the annual COLA. The balance of the

benefits defined above will increase by the COLA each year.

Testing criteria

We will use a number of triggers to define what benefits are tésted, and what
adjustments are used to convert the benefit to the appropriate 415(b) dollar limit,

These triggers include:

¢ Did the participant have 15 or more years of qualified service as a safety
officer to be eligible for the more liberal 415(b)(2)(G) and (H) limits?

o [s the form of retirement a life annuity or qualified joint and survivor annuity
(which is not subject to form adjustment)?

o Does the participant have 10 or more years of participation and therefore is
not subject to a prorated limit?
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Actuarial Adjustments

We will use the increasing form of benefit for determining the benefit payable and
the 415(b) dollar limit. This approach provides SDCERS with the net amount of

benefit payable from the System.

o For the SDCERS plan assumptions, we wiil use the blended 50/50 1983
Group Annuity Mortality tables and an 8.0% interest assumption for all
retroactive testing years. These factors were used and tested against the
Internal Revenue Code assumptions defined in section 415(b)(2)(B) and (E)
(referred to as statutory assumptions), in accordance with Revenue Ruling
98-1 and 2001-62 to determine the appropriate assumptions in effect at the
time of retirement.

¢ If the retiree participated in the DROP, we referred to the form of payout and

if it was a non-life form of distribution, we will apply the new rules that call

for testing the conversion of the account balance under (1) the plan

assumnptions, (2) using 5.5% and applicable mortality tabies under 1.417(e)-

1(d)(2) or (3) using the applicable interest and mortality assumptions divided

by 1.05. If it was in a life annuity we standardized the benefit using the Plan

and/or statutory assumptions. The appropriate assumption is determined for
the participant subject to the limits, to determine the largest benefit after
application of the actuarial equivalence.

The Statutory factors currently in effect are 5.0% or 417(¢)(3) applicabie

interest rate and GAR%4 Mortality Tables projected to 2002 using AA

projection scales to compare with the assumptions above without adjustrnent

for retirement age between ages 62 through 65.

In each case, the assumptions used are those that result in the largest benefit for
testing.

If a participant with a DROP benefit is subject to the applicable mortality and
interest rates as described in the 2" bullet above, then only these rates were used
and applied to both the standardization of the form of benefit and to adjustments to

the limit for an increasing benefit form.
These adjustment factors wili be used for the following conversions:

¢ Conversion of form of benefits that were not in pay status as single life
annuity or qualified joint and survivor to single life annuity. '

» Conversion of benefits to increasing benefit using a 2.0% annual increase
rate. .

» Conversion of DROP benefits based on the elected form of payment

+ Conversion of rollovers to appropriate annuity forms to allow for
aggregation of all benefits to the same benefit form for testing.

» Conversion of the 415(b) limit under the appropriate law in effect on the date
of actual retirement, and after adjustment for age at retirement, to an
increasing form of benefit using the appropriate assumptions defined for
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conversion of benefits to a standard form of payment, to determine the
amount of net benefit that can not be paid from SDCERS.

In making adjustments from a level life annuity form to an increasing benefit to
reflect the automatic COLA, we redefined the interest. rate for determining
appropriate annuity conversion factors as the ratio of the appropriate interest
assumption over 1.02 (for example if the plan interest rate was appropriate then the
factor used to convert a benefit to an increasing form was determined by using a
5.88% intcrest rate {1.08/1.02 -1 = .0588]).

Testing procedure

The appropriate limit is determined based on the pam’cipant s exact age at the end of
the first limitation year of retirement. The limit is defined as the prorated limits in
effect for the two calendar years bridged by the limitation year cndmg June 30",
The timit is age adjusted and then converted to an equivalent increasing annuity at

the rate of 2.0%.

In performing the adjustment to the Limit to an increasing form, if the retiree was
not participating in the DROP and therefore not subject to 417(e)(3) assumptions,
the adjusted limit will be determined under the plan and statutory assumptions and
the lower of the two Limit values will be used for testing.

If the narticipant had a DROP henefit pavahle in a non-life annnity form, then the

Limit will be-converted to an increasing annuity form using the 417(e)(3) appllcable
interest rate in effect for the month preceding the participant’s annuity starting date.

The increasing equivalent DROP annuity is then deducted from the Limit, on tﬁe
theory that if taken as a lump sum the full future benefit attributable to the DROP
will always be paid. The remaining limit is then compared to the balance of the

benefits that will be actually paid during the year,

This actual benefit payable is equal to the sum of the base benefit, Corbett

‘Settlement and adjusted 13™ check benefit (to be an equivalent increasing benefit),

net of any roflover or post-tax employee contribution equivalent annuities.

The net difference between the adjusted increasing net 415(b) limit and the benefit
payable is the portion that is not payable by SDCERS. This net result provides us
with the information and in a form that can be used to reduce the benefits payable
from SDCERS in compliance with Section 415(b) of the Internal Revenue Code
with all the amplifying regulations and rulings for the first year of retirement.

In the first year of retirement for a participant who is found to have an annual
benefit in excess of their Limit, the actual benefits received during a limitation year
are applied to the full Limit for that year. If the fractional year of receipts is less
then the Limit, no excess amount would be defined for the first limitation year in
which the participant retires. For all other subsequent years the excess amount
would be defined as the amount received during the year over the full year’s Limit.
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These calculations will be prepared every year until the benefit has fallen below the
415(b) dollar limit as a function of the increases from the 4i5(b) limit increase for
indexing and 2.0% COLA adjustment. For purposes of the annual tests the
assumpticns are fixed at the date of retirement for making future adjustments to the
Limit. The Limit itself, to which the assumptions are applied, wiil increase as
specified by the IRS.



